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“Aliens and the United States Estate 
and Gift Tax Law’’—a companion piece 
to this month’s “Aliens and the United 
States Income Tax Law’’—will be one 
of the features of the August issue, in 
which we shall also present a specimen 
estate plan prepared by the Estate 
Planning Division of The Chase Na- 
tional Bank. 7 ee * 


And on the lighter side—Victor R. 
W older, well-known tax man, will pro- 
vide us with a brief story regarding a 
tax attorney’s experiences, “Tax Recol- 


lections Instead of Collections.” Editor 
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Club-Tax Confusion 
Sir: 

During the past few years the writer has 
been actively engaged in certain club activi- 
ties and in that connection has had occasion 
to consider the federal admissions and dues 
tax laws. It has been quite suprising to me 
to find the conflict of opinion that appears to 
exist on certain phases of these laws and 
how little text there is on the subject. I 
therefore suggest that you consider having 
an article on these subjects written by some 
one with experience in that field. 


Our principal problem has arisen in con- 
nection with a bathing club which provides 
tennis facilities. The club is limited in mem- 
bership; and it is required that every mem- 
ber rent a bathhouse, but the tennis facilities 
are optional. It is contended by people of 
experience in tax law that the tennis facili- 
ties, being optional, are not subject to tax 
when taken on a seasonal basis and, again, 
if the bathhouse facilities are made optional 
they would not be taxable. There is also 
considerable confusion on the advantages to 
be gained by a common facility such as a large 
dressing room to be used by many members. 


RAYMOND M. TIERNEY 
New York Clty 


[The article, ““The Luncheon Club and 
the Federal Excise Tax,” by George E. 
Ray and Oliver W. Hammonds, which ap- 
peared on page 321 of the April issue of 
TAXES, discusses this very subject. We 
hope soon to add to it other discussions 
of the club-tax situation.—Editor] 


Claims for Refund 
Sir: 


I have read the article on “Protests and 
Claims for Refund,” written by Paul D. 
Seghers, in the March issue of TAXxEs. It is 
an excellent article and I want to compli- 
ment him upon it. However, I note one 
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statement which I 
your attention. 


should like to call to 

At the bottom of the first column on page 
259, Mr. Seghers states: 

“In other words, by consenting to the re- 
quest for an extension of the limitation 
period within which the government must 
act, the taxpayer reduces the period within 
which he may file his own claim for refund 
to six months after the close of the period of 
the extension, regardless of the date of the 
filing of the return or the payment of the tax.” 


I wish to call your attention to the end 
of the above quotation—which I have itali- 
cized. Under the Code and Regulations, the 
claim for refund may be filed within six 
months after payment of the extra assess- 
ment, even if payment has been made more 
than six months after the close of the period 
of the extension. Of course, in such case, 
the maximum the taxpayer can recover on 
the refund is the amount that is paid within six 
months of the filing of the claim for refund. 


SIGMUND H. STEINBERG 
PHILADELPHIA 


Sir: 


I wish to express my appreciation of Mr. 
Steinberg’s courtesy and thoughtfulness in 
drawing to my attention the additional six- 
month period for filing of claims for refund, 
where payment, following the filing of Form 
872, is made more than six months after the 
expiration of the extended period for assess- 
ment, but less than six months prior to the 
filing of the claim for refund, limited to the 
amount so paid. 

Pau. D. SEGHERS 
NEw York Clty 


Corporation Carry-Backs 
and Carry-Overs 
Sir: 


Mr. R. T. Boehm (“Melody in G’s,” 
TAxeEs, February, 1950, page 163) and Mr. 
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M. H. Schuldes (“Acq. and Non-acgq.,” 
TAXES, March, 1950, page 194) have dis- 
cussed carry-backs and carry-overs, but they 
still leave a doubt in my mind as to the 
effect on corporations. The cases decided 
upon, and referred to, all apply to individ- 
uals. What above a manufacturing company 
operating as a corporation which decides, 
for one reason or another, to go out of 
business. It sells its plant and equipment 
ata loss. Can that loss be carried back two 
years against taxable “operating” income? 
I do not believe so. From an accounting 
point of view, a “net operating loss” is a 
loss sustained in the “operation” of a busi- 
ness. Selling the plant and tools used to 
produce income (or loss) is not the opera- 
tion of a business. Once a plant is shut 
down or disposed of, it is no longer “operating 
for a profit” and disposition of it cannot be 
said to produce a “net operating loss.” 

It is a loss from the sale or exchange of 
“other than capital assets” and must be so 
reported. Certainly if it resulted in a gain, 
a taxpayer would take advantage of Section 
117 (j). However, it is a fact that in such 
a situation a taxpayer suffers an economic 
loss and it well may be that Congress in- 
tended such losses to be recognized under 
Section 122 (d) (5). 

I agree with Mr. Schuldes that this point 
should be clarified and I would be interested 
to hear from other readers. 


F. L. CHAMBERLAIN 
DEDHAM, MASSACHUSETTS 


Reasonableness of Deductions 
Sir: 


The writer has noticed that there is a new 
trend in the matter of deciding tax con- 
troversies. It seems to be that the cases 
decided recently are more interesting than 
those decided during prior years. I am par- 
ticularly referring to the Lincoln Electric 
Company case, 49-2 ustc J 9388 (CA-6, 1949). 
The facts are as follows: 


Something new has been added to the tax 
law. In this case, decided on August 29, 
1949, the court held that the payment to be 
deductible must be not only ordinary and 
necessary, but also must be reasonable in 
amount. It is interesting to note that a 
decision of this nature has far-reaching 
effect for the future and would undoubtedly 
bring about a great deal of controversy over 
the idea of reasonableness. 


In short, who is to be the judge of the 
item: to be reasonable? What may be 
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reasonable in one man’s opinion may be ex- 
cessive in another man’s opinion. Again, on 
a particular day a person may feel the 
amount is reasonable, and the same person 
at a different time may feel it is unreasonable. 


This case dealt with deductions made by 
the Lincoln Electric-Company for certain 
sums expended for the payment of pre- 
miums on an employees’ retirement annuity 
policy taken in 1936 and paid during 1940. 
During 1941 an additional sum was paid 
into a trust created for the benefit of certain 
employees. The taxpayer deducted these 
payments during the years paid, and upon 
review by the Commissioner, the items were « 
disallowed. The Tax Court sustained the 
Commissioner at a later date. This case 
finally went to the court of appeals, and, 
on petition to review the decision of the Tax 
Court, the decision was reversed and re- 
manded to the Tax Court for further pro- 
ceedings. The court of appeals held that 
certain disallowed deductions by the Tax 
Court constituted ordinary and necessary 
business expenses. It also held that the 
Tax Court had jurisdiction to consider the 
question of reasonableness of the deductions. 


Undoubtedly, this case will have far- 
reaching effects in the matter of reasonable- 
ness. For example, are salaries reasonable? 
Are travelling expenses reasonable? Are 
selling expenses reasonable? Are numerous 
other expenses incurred by the companies in 
order to obtain business reasonable? 


Prior to this decision, as long as the ex- 
pense was necessary, ordinary and incurred 
by the organization to obtain the income which 
was reported, the expense was deductible. 


This case is apparently the first case de- 
cided in such a manner. As stated previ- 
ously, it is very difficult to determine 
definitely the reasonableness of some deduc- 
tions because the question of reasonableness 
is necessarily a question of fact. It is inter- 
esting for us to follow this case in order to see 
how far this idea of reasonableness will extend. 

Strangely enough, Section 23 (1) (A) of 
the Internal Revenue Code provides that in 
computing net income there shall be al- 
lowed as deductions the “ordinary and 
necessary expenses paid or incurred during 
tie taxable year, including a reasonable 
amount for salaries or other compensation 
for personal services actually rendered.” 
The Commissioner of Internal Revenue and 
the Tax Court contended that the payments 
in question were ordinary and necessary ex- 
penses in carrying on the taxpayer’s busi- 
ness. Nevertheless, they were limited to a 
reasonable amount inasmuch as the items 
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were not compensatory in nature. The Tax 
Court held, in the Lincoln case, that the 
payments did not constitute compensation 
paid for services rendered and, therefore, 
rejected the items as to their deductibility. 


The court of appeals relied on several 
cases in making its determination, namely, 
Botany Worsted Mills v. U. S., 1 ustc J 348, 
278 U. S. 282, 292; Commissioner v. J. N. 
Flowers, 46-1 ustc J 9127, 326 U. S. 465; and 
Limericks, Inc. et al. v. Commissioner, 48-1 
ustc 7 9146 (CCA-5, 1948). 

In the Botany case mentioned above, the 
Supreme Court did not find the expenses 
involved to be unreasonable, but extraordi- 
nary, unusual and extravagant, and, because 
of this feature, held that the expenses were 
not ordinary and necessary. 


The Flowers case dealt with travelling ex- 
penses. The Supreme Court approved the 
construction given to the section and ruled 
that travelling expenses, in order to be de- 
ductible, must be reasonable and necessary. 


As to the case of Limericks, Inc., the Court 
considered rental payments as a proper de- 
duction and ruled that the statute contained 
no express provision limiting rentals to a 
reasonable amount. Apparently, the rentals 
in the Limericks case were conceded to be 
excessive in amount, and yet the amounts 





were allowed as a deduction as constituting 
ordinary and necessary business expenses. 

Insofar as reasonableness is concerned, 
the case of Edwin R. Motch, Jr., et ux., CCH 
Dec. 16,663, is referred to inasmuch as the 
suit was against an army officer who had 
purchased his own car in order to do his 
work efficiently. He entertained representa- 
tives of the British Government, incurred 
travelling expenses, automobile expenses and 
entertaining expenses in order to perform 
his work aptly. He deducted these amounts 
as expenses. The Tax Court ruled in his 
favor and allowed him to deduct these ex- 
penses. However, the Sixth Circuit dis- 
allowed the expenditures and reversed the 
Tax Court. 


As stated previously, this case is an inter- 
esting one inasmuch as Mr. Motch was a 
government man and incurred expenditures 
in conducting his affairs for the government. 
Still, the decision was against him, and 
therefore, it will be interesting to see what 
the future has in store for the organizations, 
large and small, as well as individuals, when 
and if the government make reasonableness 
an issue in a tax deduction case. 


Harry R. BAKEP 
HoroKEN, NEw JERSEY 





THE NATURE OF “GOOD WILL" 


The Australian Taxation Board of Review recently held that where good will 
is personal, not local, in its nature, the sum paid for such good will is not assessa- 
ble income. The taxpayer was a partner in a sawmill, the assets of which included 
certain timber rights and a large sawmill erected upon land leased from the 
Crown. The business was sold and the lease assigned to the purchaser. A portion 
of the selling price, £2,500, was charged for good will. The Commissioner assessed 
the taxpayer on the basis that good will was a premium within the meaning of 


the law. 





The taxpayer objected and the decision was referred to the Australian Board 


of Review. 


The issue in question, according to the Board, was whether the 


good will was local or personal in nature. Because the facts of this case showed 
that the good will of the business was not confined to the local area and that 
it was due to the personality, ability and good reputation of the taxpayer, the 


taxpayer’s claim should be allowed. 


“In our opinion it was the taxpayer himself who attracted the business and 
strength is given to this conclusion by the fact that the purchaser originally asked 
the taxpayer to enter into a covenant not to engage in the same business in the 
State during the rest of his life but finally accepted a covenant limited to a radius 

of 100 miles from-the mill during a period of ten years.” 
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Taxes... 


Tax People... 
Things Taxed... 





Meetings of Tax Men 


American Bar Association—The Council 
and Committee Chairmen of the Section of 
Taxation of the American Bar Association 
met in Washington, D. C., May 21 and 22 
to report on current work and to make 
recommendations for the Advance Program 
of the annual meeting to be held in Wash- 
ington September 16-20. Tentative plans for 
the September meeting, as announced by 
H. Cecil Kilpatrick, Chairman of the Sec- 
tion of Taxation, are as follows: 


September 15: Meeting of Council and 
Committee Chairmen, Hotel Statler, to con- 
sider matters arising since the May meeting. 


September 16: General session of the Sec- 
tion, at the Chamber of Commerce, Con- 
necticut Avenue and H Streets, N. W., 
morning and afternoon, devoted primarily 
to consideration of committee reports, with 
a luncheon meeting at the Hotel Statler. 
Speakers to be announced later. 


September 17: General sessions, morning 
and afternoon, primarily to consider commit- 
tee reports. At the Chamber of Commerce. 


September 18: Luncheon meeting at Stat- 
ler (speaker to be announced), followed by 
general session, jointly with Tax Section of 
the Canadian Bar Association, at the 
Chamber of Commerce. 


September 19: Symposium on “Procedure 
in Fraud Cases,” morning and afternoon, at 
the Chamber of Commerce, with a luncheon 
at the Statler, sponsored jointly by the Sec- 
tion of Taxation and the Section of Corpo- 
ration, Banking and Business Law (speaker 
to be announced). The panel for the sym- 
posium is expected to include representa- 
tives of the Bureau, the Chief Counsel and 
the Department of Justice. Committees 
dealing with state and local taxes will hold 
separate meetings on September 19 and 20. 


Tax Institute, Inc—The Tax Institute, 
Inc., held a symposium June 15 and 16 at the 
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Hotel Statler in New York City on the 
question: “Does Present Tax System Fos- 
ter Concentration of Business Enterprise?” 
The morning program of the first day con- 
cerned the topic, “Taxation and Concentra- 
tion of Business Enterprise.” Kenneth 
Perry, Vice President and General Counsel 
of Johnson & Johnson, and First Vice Presi- 
dent of the Tax Institute, presided. Speakers 
included J. Keith Butters, Harvard School 
of Business Administration; Harold M. 
Somers, Dean of Buffalo School of Business 
Administration; and H. M. Robertson, Gen- 
eral Counsel, Brown & Williamson Tobacco 
Corporation. 

The afternoon program treated the gen- 
eral topic, “Retention of Earnings Essential 
to Business Survival and Growth.” Joseph 
D. Hughes, General Counsel, T. Mellon & 
Sons, presided. At the evening session, the 
symposium went on to discuss “Competition 
from Tax-Exempt Forms of Business En- 
terprise,” presided over by Harold L. Hen- 
derson, Executive Director of the Minnesota 
Institute of Governmental Research. 


Subjects for the second day’s discussions 
were “Effect of Rates on Individuals on 
Business Development and Survival,” and 
“Corporate Tax Provisions Affecting Busi- 
ness Concentration.” At the Presidential 
Address Luncheon, Alfred G. Buehler, Pres- 
ident of the Board of Directors of the Tax 
Institute, spoke on “Theory of Business 
Taxation.” 


Practising Law Institute. — The Ninth 
Annual Summer Session of the Practising 
Law Institute will begin July 10. The pro- 
gram is arranged in ten one-week courses, 
each consisting of twenty-eight lecture 
hours, from 9 a. m. to 4:30 p. m. Mondays 
through Thursdays, and on Fridays from 
9 a.m. tol p.m. 

Basic and advanced courses on federal 
taxation are planned. Among the topics for 
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The picture above was taken April 27, 1950, at the Fourth Annual State Tax Night of 
the Federal Tax Forum, Inc., held at the Hotel Roosevelt, New York City. Seated on the 
dais, from left to right, are: Morris W. Weiner, Special Deputy Comptroller, New York 
City; Nicholas Spellman, Deputy Commissioner, Connecticut; Walter T. Margetts, Jr., 
State Treasurer, New Jersey; Paul D. Seghers, Founder, Federal Tax Forum; Dennis P. 
O’Connor, Tax Commissioner, Connecticut; Spencer E. Bates, President, State Tax Com- 
mission, New York; Chester M. Edelmann, Chairman, Dinner Committee; G. Howard 
Spaeth, Commissioner of Taxation, guest of honor; Sol Charles Levine, Board of Directors 


study are estate planning and administra- 
tion, real estate taxes, trial technique, anti- 
trust law and patent law. Also included in 
the schedule is a clinic in public speaking. 

Inquiries may be addressed to Practising 
Law Institute, 57 William Street, New 
York 5, New York. 


Federal Tax Forum, Inc.—At a recent 
meeting of the Federal Tax Forum, Inc., a 
new panel of officers was elected, as follows: 

Robert S. Holzman, Schenley Industries, 
President; Edward S. Short, Standard 
Brands, Inc., Vice President; Alfred S. Pel- 
lard, attorney, Second Vice President; 
Eugenia J. Reynolds, H. L. Green Com- 
pany, Inc., Secretary ; and John M. Mertz, Sal- 
mon Management Company, Inc., Treasurer. 
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Along with these officers, the following 
will act as directors: Albert T. Hassell, 
Textron, Inc.; J. H. Landman, Sher, Roeder 
and Landman; Ralph W. Button, Allied 
Stores Corporation; Raymond Allen, Mat- 
tesdorf & Allen; Frank Stewart, Celanese 
Corporation; Sol Charles Levine, S. C. & 
S. H. Levine; and Walter A. Cardwell, 
S. D. Leisdorf and Company. (See picture 
above taken at the Fourth Annual Tax 
Night of the Federal Tax Forum, Inc.) 


The ‘Tax on Taxes’”’ 


The job of filing tax returns has become 
so complex that nearly half of the 125 
manufacturing companies surveyed by the 
National Industrial Conference Board re- 
port that they maintain tax departments. 
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and Past President, Federal Tax Forum; Henry F. Long, Commissioner of Corporations 
and Taxation, Massachusetts, guest speaker; Walter W. Walsh, former Tax Commissioner, 
Connecticut; Allen J. Goodrich, Tax Commissioner, New York; Robert S. Holzman, 
President, Federal Tax Forum; Otto F. Messner, Secretary of Revenue, Pennsylvania; 
Mary Goode Krone, Deputy Tax Commissioner, New York; Spencer C. Young, City 
Treasurer, New York City; Walter J. Kress, Tax Equalization Board, Pennsylvania; 
Aaron K. Neeld, Assistant Director, Division of Taxation, New Jersey; and, standing, 


Dudley Wolf, Treasurer, Federal Tax Forum. 


Three fourths of the companies say they 
need the full- or part-time advice and assist- 
ance of special tax attorneys and account- 
ants in filing returns. 


This “tax on taxes” amounts to 0.1 per 
cent of sales for the average company re- 
porting and is 1.5 per cent of the total 
amount paid in taxes. This includes the 
cost of keeping records, and preparing, fil- 
ing and defending federal, state and local 
tax returns. 


Although many companies are resigned 
to this burden, and some even feel that 
current compliance procedures are necessary 
to insure fair taxation, the majority have 
one or more suggestions as to how indus- 
try’s burden could be lightened with no 
appreciable loss to the taxing bodies. Less 
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frequent returns, standardization of munici- 
pal and state tax laws and procedures, and 
centralization of taxing authority are the 
major recommendations. 


The cost of complying with tax regula- 
tions is not limited entirely to the account- 
ing or tax departments. Almost every 
department in the company must keep some 
record or make some report that is needed 
for tax purposes. Because of this, some 
companies indicate that it is difficult to 
estimate the cost of complying with tax 
regulations. 

One company, reporting its cost of tax 
compliance as only 0.1 per cent of sales, 
notes that this amounts to $300,000. Over 
half the companies that could make esti- 
mates state that the cost of tax compliance 
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is more than 1.5 per cent of the tax bill. 
Seven manufacturers report the cost as 
above five per cent. 


Four out of five of the reporting com- 
panies indicate that approximately three 
fourths of their costs in complying with tax 
regulations are internal. External expenses, 
such as subscribing to various tax services, 
fees or retainers of tax attorneys, tax ac- 
countants and other consultants, represent 
the remainder. 


Where there is no separate tax depart- 
ment, the accounting department is usually 
responsible for keeping abreast of tax laws 
and filling out and filing returns. (The pay- 
roll department usually takes care of the 
social security and withholding taxes and 
forms. The legal department or company 
counsel usually has the job of intepreting 
tax laws and contesting tax decisions.) 


The number of different tax forms filled 
out by cooperating manufacturers ranges 
from twelve to 5,000, excluding information 
returns for employees. The higher number 
of returns are, of course, from those organi- 
zations doing business on a_ nation-wide 
basis. These companies state that they make 
out returns for practically every political 
subdivision in which they operate. 


The most frequent complaint voiced is 
about the wide variation between state tax 
laws which complicates tax compliance for 
companies operating in many states. A large 
number of manufacturers feel that state 
laws, as well as tax forms, could be stand- 
ardized sufficiently to allow for the filing of 
the same information in each state. 


Various other suggestions advanced by 
cooperators include simplifying the various 
tax returns, reducing the information re- 
quired to a bare minimum, and spreading the 
various due dates for the taxing authorities 
over the year (most tax returns are now due 
in the first few months of the year). Still 
another suggestion is that more time should 
be allowed between the passage of a tax 
law and its effective date to enable the tax- 
payer to become familiar with the new law 
and to establish a system for complying. 


Another suggestion is to make the state 
the sole taxing body within its confines. 
Another suggested means for reducing the 
burden of complying with tax regulations is 
“less frequent returns.” Executives are 
especially critical of information-type returns 
that must be filed several times a year. Sav- 
ings, it is pointed out, would result if esti- 
mated payments could be made periodically 
and final adjustment made annually. 
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Working Out-of-State 


In a Minnesota case, income received by 
a taxpayer as a fixed fee under a federal 
government contract for road-building out- 
side the state was held to be not taxable by 
Minnesota. The income was not compensa- 
tion for labor or personal services, nor was 
it from a business consisting principally of 
the performance of personal or professional 
services. The business had been conducted 
wholly outside Minnesota. 


Hold Your Tickets 


Kentuckians have to worry about more 
than running out of blue grass. All funds 
represented by unclaimed pari-mutuel win- 
ning tickets that are held by anyone operat- 
ing a pari-mutuel or similar system will be 
presumed abandoned and escheat to the 
state if not claimed by the winners within 
two years. Apparently some people bet on 
the winning horse and then rest content with 
having made a good choice. 


An Old Friend 


A taxpayer in Helena, Montana, filed her 
individual income tax return for 1946, a 
year she had spent employed as a file clerk 
for the Bureau of Internal Revenue, and 
reported her only income to be the salary 
of $1,606.27. The ‘amount of $193.90 had 
been withheld, and the former file clerk 
claimed an overpayment of $127.40. The 
amount was refunded prior to the audit of 
her return. 


It developed that she had figured her ten- 
tative tax from the tax table on page 4 of 
Form 1040, representing the amount of tax 
for an individual with one exemption having 
an income of at least $950 but not more 
than $975. Among her deductions were 
$10.09 federal excise tax on telephone calls, 
and $32.90 for medical expenses, and the 
Collector held that the two items, in this 
case, were not deductible. Part of the 
Opinion in the case read, “The practical 
effect of permitting the petitioner to itemize 
her deductions as if she were computing her 
tax under sections 11 and 12 and thereafter 
to use the tax table provided for in section 
400, embodying the automatic allowance for 
the same deductions, would be to give her 
the benefit of double deductions.” 
Court held for the government. 


The Tax 
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Tax on the Self-Employed 
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Our Cover 


Roy Blough is the newly appointed mem- 
ber of the Council of Economic Advisers. 
The council is set up as a small study and 
advisory staff within the Executive Office 
of the President and is not charged with 
administrative duties. It was created by 
the Employment Act cf 1946, 


Mr. Blough is an internationally known 
economist. Last year he advised the Turk- 
ish government on the reorganization of its 
fiscal system. In 1945 he was Assistant to 
the Secretary of the Treasury and director 
of the Treasury’s division of tax research. 


At the time of the confirmation of his 
appointment to the council, he was professor 
of economics at the University of Chicago 
and editor of the National Tax Journal. He 
has always tak. an active part in fiscal 
affairs. 


Congress 


New Tax Bill—The 1950 tax revision bill 
will be reported to the House and probably 
will see some floor action this week. The 
final proposals of the House Ways and 
Means Committee wind up the Committee 
work except for the actual drafting of the bill. 

In addition to proposed excise tax reduc- 
tions, the Ways and Means Committee has 
voted to impose on corporations a twenty- 
one per cent normal tax and a twenty per 
cent surtax, subject to a surtax exemption 
of $25,000, effective for taxable years begin- 
ning after December 31, 1949. The changes 
will provide a tax reduction for corporations 
with incomes of less than about $167,000 a 
year, except that the rate will remain the 
same for those having incomes of less than 
$5,000. Companies with income over $167,000 
would have a tax increase. 


The Committee has adopted the Mills plan 
to accelerate corporate tax payments effec- 
tive for taxable years ending on or after 


Washington Tax Talk 


December 31, 1950. Under this plan, pay- 
ments of a full year’s tax would be changed 
gradually from four quarterly payments to 
two equal payments. For example, a corpo- 
ration now paying its taxes in four equal 
quarterly payments would continue to pay 
its taxes in four installments in 1951 but 
would pay thirty per cent (instead of 
twenty-five per cent) each of the first two 
quarters, and twenty per cent each of the 
last two quarters. The first- and second- 
quarter payments would gradually increase 
while the later payments gradually decreased 
until 1955, when the entire tax would be 
payable in the first and second quarters. 


The Committee has adopted its earlier 
tentative action with respect to the ten per 
cent withholding tax on dividends paid to 
stockholders and patronage refunds of co- 
operatives. It has voted to tax, with an 
exemption of $1,000, the unrelated business 
income of charitable, labor and other tax- 
exempt organizations, except religious or- 
ganizations, and it has adopted the Treas- 
ury’s recommendations to tax as ordinary 
income the gain from liquidation of collapsible 
corporations. 


H. R. 6000.—The Senate on June 20 
amended H. R. 6000, the new federal social 
security bill, and the bill now will go to a 
joint conference. The Senate version of the 
bill provides for combined withholding of 
income and social security taxes under a 
plan that would be optional for employers. 

The Senate version also includes a number 
of amendments with respect to taxes on self- 
employed persons. Instead of treating the 
new tax as subject to the administrative pro- 
visions relating to miscellaneous taxes, the 
Senate would impose the self-employment 
tax as an integral part of the income tax for 
the computation of overpayments or defi- 
ciencies in tax and interest, for the jurisdic- 
tion of the Tax Court and for other purposes. 


(Continued on page 704) 
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GENTLEMEN FARMERS 


By WILLIAM L. BRECKWOLDT and ARTHUR D. LOCKWOOD 


Staff Accountants, 


Touche, Niven, Bailey and Smart, Certified Public Accountants, 


RE YOU FARMING for pleasure or are 
{you farming for a profit? This question 
is constantly being aimed at “gentlemen 
farmers” by the Bureau of Internal Revenue. 


A “gentleman farmer” may best be de- 
scribed as an individual of considerable 
means who has purchased a country estate 
and soon thereafter, if not before, develops 
an interest in farming, raising livestock or 
breeding horses. At the end of the year and 
after incurring innumerable expenses in.be- 
half of the farm, the “gentleman farmer” sits 
down to prepare his federal income tax re- 
turn. Assuming a loss from operation, does 
he have a legitimate business loss or a non- 
deductible personal expense? 


A quick reference to the Regulations 
(Regulations 111, Section 29.23 (a)-11) re- 
veals: “A farmer who operates a farm for 
profit is entitled to deduct from gross in- 
come as necessary expenses all amounts 
actually expended in the carrying on of the 
business of farming.” Further research pro- 
vides the following information: “If an in- 
dividual owns and operates a farm in 
addition to being engaged in another trade, 
business, or calling and sustains a loss from 
such operation of the farm, then the amount 
of loss sustained may be deducted from 
gross income received from all sources, pro- 
vided the farm is not operated for recreation 
or pleasure.” (Regulations 111, Section 
29.23 (e)-5.) 

From the inception of the farming oper- 
ation, the profit motive must prevail. If your 
intention is to make a profit, then you are 


Gentlemen Farmers 


New York City 


in business. The Supreme Court has ap- 
proved the definition of business to be “that 
which occupies the time, attention and labor 
of men for the purpose of livelihood or 
profit. It is not necessary that this should 
be the sole occupation or employment of the 
party.” (Bouvier’s Law Dictionary 406, 
“Business”; Flint v. Stone Tracy Company, 
220 U..S. 107,31 S. Ct. $42 CI9TT).) 


The existence of the profit motive is some- 
times difficult to substantiate. In analyzing 
the decisions of the courts, it appears that 
each case stands in relation to its own facts. 
The facts peculiar to each situation must 
be reviewed as a whole in order to interpret 
the subjective term “intent to make a profit.” 
Nevertheless, the courts have laid down 
broad principles which may act as a guide to 
the “gentleman farmer” in determining his 
tax status. 


Undoubtedly, a certain amount of satis- 
faction and pleasure is obtained through the 
ownership of a farm, but it must be remem- 
bered that “pleasure derived from owner- 
ship” and “intent to operate at a profit” 
are not mutually exclusive. This principle 
was brought out in George W. Cutting, CCH 
Dec. 16,195(M), 6 TCM 1326 (1947), where 
the taxpayer, a well-to-do individual, owned 
farm land which was extensively farmed for 
profit. The taxpayer enjoyed farm life and 
always wanted to farm. The Commissioner 
disallowed the loss deduction. The court 
stated that “the fact that the petitioner 
anticipated pleasure as well as profit from 
his agricultural venture does not, of itself, 
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prevent such a venture from being con- 
sidered a business or preclude the deduction 
of losses arising therefrom.” (See also Wil- 
son v. Eisner, 282 F. 38 (CCA-2, 1922); 
Norton L. Smith, CCH Dec. 16,173, 9 TC 
1150; Laura A. Curtis, CCH Dec. 631, 28 
BTA 631; Thacher v. Lowe, 1 ustc J 70, 288 
F, 994.) 


Receipts and Expenditures 


Receipts and expenditures are taken into 
consideration in determining the “gentleman 
farmer’s” profit motive. In Thacher v. Lowe, 
above, expenditures exceeded receipts to 
such an extent that the court disallowed the 
loss deduction. For two years, expenses ex- 
ceeded $16,000 while income for the same 
period was $1,100 and $1,600, respectively. 
There was no evidence of an increase in in- 
come or a reduction in expenses for future 
years. (See also W. Brown Morton, CCH 
Dec. 16,429(M), 7 TCM 314 (1948).) 


When it is economically proven that a 
farm cannot be run on a profitable basis and 
such fact is known by the taxpayer, the 
profit-or-loss motive is seriously weakened. 


In Jane Brady Moseley, CCH Dec. 
16,847(M), 8 TCM 166 (1949), the taxpayer 
was advised that the farm could not operate 
profitably with a small herd but that it 
could support a herd of approximately 150 
animals without additional expense. The 
taxpayer never made any real effort to put 
such an economically practicable herd on the 
farm. The court said “that an enterprise of 
this sort seldom may be expected to yield 
profits from its inception and that the fact 
that it does not yield immediate profits docs 
not in itself prove a lack of profit motiva- 
tion. However, a relationship of receipts to 
expenditures which results in consistent 
losses from year to year over a considerable 
period does strongly tend to prove a lack of 
profit motive.” Hope that the farm might 
some day yield a profit is not the purpose, 
intention or reasonable expectation of mak- 
ing a profit which is necessary to make the 
operation of the farm a business. 


However, where there is a possibility of 
making a profit and the taxpayer is con- 
vinced that a profit could be made, a dif- 
ferent rule is applied. This principle was 
ably brought out in the case of Israel O. 
Blake, CCH Dec. 10,543, 38 BTA 1457. The 
Commissioner, in disallowing the loss deduc- 
tion, relied almost entirely upon the fact 
that the operation of the business had re- 
sulted in a long and uninterrupted series of 
losses. The taxpayer, on the other hand, 
believed he could more than recoup his 


losses through the sale of his horses and 
farm land. He at no time considered his 
venture as an unprofitable one even though 
he had sustained continued losses. The tax- 
payer emphasized the point that he had a 
very valuable collection of horses to show 
for his investment as well as some farm 
land which had constantly increased in value 
during the period of his holding. The oper- 
ation of the farm was businesslike in every 
way and the profit motive was foremost. 
The court upheld the taxpayer in the case, 
saying that the intention of the taxpayer was 
to realize a profit from the operation of his 
farm and that the question may not be deter- 
mined solely from the recurrence of losses. 
(See also Samuel Rikers, Jr., Executor, CCH 
Dec. 2361, 6 BTA 890; Hamilton F. Kean, 
CCH Dec. 3393, 10 BTA 97; Farish v. Com- 
missioner, 39-1 ustc J 9444, 103 F. (2d) 65 
(CCA-5, 1939); Robert H. Montgomery et al., 
CCH Dec. 9936, 37 BTA 232. 


The fact that losses were not availed of 
for tax purposes in prior years does not pre- 
clude the taxpayer from taking a deduction 
in the current year. In Whitney v. Commis- 
sioner, 4 ustc J 1344, 73 F. (2d) 589, the tax- 
payer sustained a series of losses for which 
tax deductions were not taken. This did not 
estop him from taking a deduction for the 
losses of the current year. 


Proof of Profit Motive 


In determining the salient points that are 
considered by the courts in proving the 
profit motive, numerous phases of the tax- 
payer’s activities in the conduct of his farm 
are evaluated. 


Time Devoted to Farm 


The amount of time and the supervision 
the “gentleman farmer” devotes to the farm 
are contributory factors toward proving the 
profit motive. It indicates an effort on the 
part of the taxpayer to make the farm a 
profitable business. In the case of Wilson v. 
Eisner, above, considerable weight was given 
by the court to the fact that the taxpayer 
gave personal attention to his enterprise’s 
activities. While it is not necessary for the 
taxpayer to spend all his time in the super- 
vision of the farm, the more time he does 
devote to supervision, the stronger his case 
appears. (Hamilton Kean, above; Walter P. 
Temple, CCH Dec. 3672, 10 BTA 1238; 
Norton L. Smith, above; Thomas F. Sheridan, 
CCH Dec. 1757, 4 BTA 1299.) 


Elimination of Unprofitable Operation 


Constant attempts to produce a profit are 
important. Where repeated losses are sus- 
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tained by a taxpayer, with no reasonable 
hope of realizing a profit, it is advisable to 
engage in a different-type operation. The 
courts have acted favorably in determining 
profit motives where the taxpayer, for ex- 
ample, discontinues a corn crop in favor of a 
possibly more profitable dairy operation. In 
the case of Walter P. Temple, above, the fact 
that the taxpayer supplemented his long- 
term investment in walnut trees with short- 
term crops served to prove his profit-motive 
contention. (See also Norton L. Smith, above.) 


If farming is to be operated as a business, 
it would be completely illogical to suppose 
that a prudent businessman would continue 
unprofitable operations without a reasonable 
expectation of earning a return on his in- 
vestment. 


Other Profit Motive Consideration 


In Norton L. Smith, above, the engagement 
of experienced personnel by the taxpayer 
emphasized the profit motive. In the tax- 
payer’s efforts to make a profit he increased 
the acreage of the farm, he improved the 
land by reclamation practices, fertilization 
and soil conservation methods. In addition, 
he expended a great deal of money in repair- 
ing farm buildings and buying farm equip- 
ment, all of which was for utilitarian rather 
than beautification purposes. The presence 
of all these factors was accorded due weight 
by the court in evaluating the profit motive. 
(See also George W. Cutting, above.) 


Books and Accounting Records 


The maintenance of adequate books and 
accounting records is another factor that 
aids in proving the intent of the owner. 
Elaborate cost systems that serve to point 
out profitable and unprofitable phases of the 
farm operation are extremely helpful in 
proving the profit motive. Steps taken to 
eliminate unnecessary overhead and _ un- 
profitable operations which have been dis- 
closed by the cost system tend to prove that 
the profit motive is present. (Jsrael O. Blake, 
above; Henry T. Roberts, CCH Dec. 
16,567(M), 7 TCM 599; Whitney v. Commis- 
stoner, above.) 


The taxpayer’s personal expenses should 
not be comingled with farm expenses. li 
the taxpayer’s residence, farm buildings and 
land were purchased in a lump sum, a rea- 
sonable allocation should be made. (Norton 
L. Smith, above.) 


An ‘accounting should be made of the 
produce consumed by the taxpayer. This 
should be done by charging the taxpayer at 
local market prices for the produce used in 
home consumption. (Hamilton Kean, above.) 


Gentlemen Farmers 








Home Consumption 


If it is proven that the primary purpose 
of the farm is to provide the taxpayer with 
food of good quality, with only surplus being 
sold, a farm-loss deduction will be denied. 
In such a situation, the courts have held that 
a business character is lacking and that the 
taxpayer never intended to operate at a 
profit. (Louise Cheney, CCH Dec. 6778, 22 
BTA 672.) 


Certainly a small proportion of the prod- 
uce can be consumed by the household. 
As long as the home consumption is far 
exceeded by sales to others, the profit motive 
can be sustained. (Norton L. Smith, above.) 


Conclusion 


Inasmuch as the burden of proof is on the 
taxpayer, those gentlemen farmers who have 
been taking deductions for losses would do 
well to investigate thoroughly their oper- 
ations to see if they are actively practicing 
farming as a business. Undoubtedly, there 
are many gentlemen farmers who are 
equitably entitled to loss deductions, but if 
they were ever put to the task of proving a 
profit motive, embarrassing difficulties might 
be experienced. 


To prove such an abstract term as “intent” 
involves an accumulation of both tangible 
and intangible evidence. This evidence may be 
summarized in question form, and if a ma- 
jority of items can be answered in the affirma- 
tive, the gentleman farmer may rest assured 
that he has provided the burden of proof. 


(1) Are you conscientiously striving to 
make a profit? 


(2) Do you spend any time working on or 
supervising the farm operation? 

(3) Do you have experienced employees 
on your payroll? 

(4) Are you keeping farm buildings and 
equipment in repair? 

(5) Are such measures as soil reclama- 
tion and conservation practiced? 


(6) Have you eliminated operations which 
are obviously unprofitable, substituting other 
types of farming which may prove to be 
more profitable? In any type of operations 
there must be a reasonable hope that a profit 
can be realized. 

(7) Are adequate accounting records 
maintained? Are personal expenses kept 
separate from the farm operation? 

(8) Is the primary purpose of the farm to 
provide produce for the local market and 
not for the purpose of providing for home 
consumption? [The End] 
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WHO PAYS THE TAX 





OVER-CEILING PAYMENTS? 





HE DECISION in the Berger and 

Sherin, Inc. case, CCH Dec. 17,137, 13 TC 
221, may very well become a landmark for 
disposal of cases involving the taxation of 
over-the-ceiling payments received by offi- 
cers and employees of a corporation in con- 
nection with the sale of merchandise belonging 
to the corporation. 


Berger and Sherin, Inc., was organized in 
1933 to engage in the manufacture of textile 
rayon goods in the grey state. The corpor- 
ation’s stock was owned fifty per cent by the 
president and fifty per cent by the treasurer. 
The books and records were kept at the 
home office at Elmira, New York, under the 
control of the treasurer. The sales office 
was under the supervision of the president 
and an assistant sales manager in New York 
City. The corporation conducted its busi- 
ness on the basis of signed contracts. All 
accounts receivable were assigned to the 
United Factors Corporation and all cus- 
tomers of Berger and Sherin, Inc., were 
advised to make payments direct to United 
Factors Corporation. No customer paid for 
the purchase of grey goods directly to the 
corporation. 


During the years 1941 and 1942, when 
there was quite a stringency in the piece- 
goods market, the president encouraged the 
assistant sales manager to enter into deals 
with a number of companies which were 
not regular customers of the corporation. 
In consideration of the payment of a small 
commission per yard, in addition to pay- 
ment of the regular ceiling prices on all 
merchandise purchased, not only did such 
companies establish a customer relationship 
but also received preferred treatment in de- 
liveries of merchandise and were given tech- 
nical assistance of and quick deliveries from 
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dyers. The terms of all contracts for the 
same type and construction of merchandise 
were alike for all customers. This commis- 
sion, when received by the assistant sales 
manager, was divided on the basis of ninety 
per cent to the president and ten per cent 
to the assistant sales manager. 


These arrangements for special services 
were neither sanctioned nor approved by 
the corporation or the other fifty-per-cent 
stockholder, who was the treasurer. In fact, 
the first knowledge the treasurer had about 
these transactions was upon the commence- 
ment of OPA proceedings 


In this case, the president, as well as the 
assistant sales manager, stated that they 
had engaged in these transactions for their 
own benefit, although the assistant sales 
manager, by contract, was to give exclusive 
services to the corporation. The president 
likewise had to give all his services to the 
corporation only. 


Question for Decision 


The question raised in this proceeding 
was whether the corporation’s failure to re- 
port, in its tax returns for the years 1941 
and 1942, the overages or commissions re- 
ceived by the president and the assistant 
sales manager on sales of goods manu- 
factured and sold by the petitioner was a 
fraud on the public revenue. 


Bearing on this question were the follow- 
ing additional factors: 


The Commissioner of Internal Revenue, 
in addition to taxing these commissions to 
the corporation, accepted the president’s 
treatment of these commissions as his sepa- 
rate income. This income, by the way, was 
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reported by the president in his original 
return for 1942 and in an amended return 
for 1941, both filed after the conclusion of 
the OPA proceeding. 


The Commissioner contended that a cor- 
poration is bound by the acts of the president 
with respect to the transactions affecting it. 
The time of the president and assistant 
sales manager was given over entirely to the 
petitioner. The president and assistant sales 
manager knew every detail of all sales trans- 
actions. This knowledge was attributable to 
the corporation. The president signed the 
corporation return.and, therefore, it was 
contended by the Commissioner that he knew 
that the return was fraudulent because he 
knew that the commissions were not being 
reported in income of the corporation. Fur- 
thermore, the Commissioner contended the cor- 
poration had a right to have the president 
turn over all moneys he had received in 
these transactions. The Commissioner relied on 
Bushwick Mills, Inc., CCH Dec. 16,867(M), 
8 TCM 238, and the Crescent Manufacturing 
Company case, CCH Dec. 16,575(M), 7 TCM 
630, wherein the acts of the president were 
attributed to the corporation and the income 
was not only taxed to the corporation but 
also the fifty-per-cent penalty was sustained. 


Counsel for the corporation contended 
that acts of an officer entered into for his 
own personal benefit cannot be attributed to 
the corporation especially since such acts, 
if ascribed to the corporation, would be 
illegal, and that the corporation could not 
be compelled to sue to enforce its right to 
profits made by such officer under such 
circumstances. It was asserted further that 
the corporation neither received the fruits 
of these transactions nor benefited, directly 
or indirectly, therefrom. 


Over-Ceiling Payments 


The trial consumed two days and covered 
270 pages of testimony and thirty-six exhibits. 


The task of the petitioner was to dis- 
tinguish the facts and conclusions reached 
by the Tax Court in the Bushwick Mills case 
and Crescent Manufacturing Company case 
from the facts in its case, and, in addition, 
to try to have the Tax Court extend to this 
taxpayer the ruling in Wallace F. Petit, 
CCH Dec. 16,475, 10 TC 1253. 


It will be recalled that, in that proceeding, 
the petitioner was the manager of a large 
wholesale-grocery establishment, who had 
received sums in excess of the ceiling price 
in connection with the sale of sugar. In that 
case, the Commissioner of Internal Revenue 
took the position that the moneys paid to 
petitioner were his separate income and in- 
cludible in his income tax return. The em- 
ployer, the Economy Wholesale Grocery 
Company, handled a general line of groceries, 
including flour, rice and sugar, and sales 
were made to retail merchants on a cash- 
and-carry basis. No accounting books or 
records were maintained at the branch office 
of which Petit was manager, though he had 
charge of all store funds and made all de- 
posits. Special ration stamps had to be 
turned in by customers and these, in turn, 
were delivered to a bank which would then 
give the company a credit to be used in 
connection with future purchases of sugar. 
Sugar was obtained for the company by 
using false ration stamps. Purchases were 
made in the company name and sales simi- 
larly recorded. Excess amounts over fixed 
selling prices were kept by Petit. The cor- 
poration made no demand for sums illegally 
earned by Petit. 


The petitioner, Petit, claimed that the 
transactions were corporate, that he had 
embezzled the funds made in black-market 
transactions and that such amounts were 
not taxable to him. He relied on Commis- 
stoner v. Wilcox, 46-1 ustc | 9188, 327 
U. S. 404. 


The court found that petitioner had given 
extra servies for the money received above 
ceiling price and that, therefore, there was 
no embezzlement by Petit. 


It should be noted that, in the Petit case, 
the moneys received were retained by an 
employee who had no stock interest in the 
employing corporation, whereas counsel for 
petitioner in the Berger and Sherin, Inc. 
case had the problem of establishing that 
such moneys were not taxable to the cor- 
poration despite the fact that the person 
receiving the commissions was a fifty-per- 
cent stockholder and the president. The 
situation here was further aggravated by the 
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fact that the Tax Court had already ruled 
in the Crescent Manufacturing Company case 
as follows: 


“They contend however that the fraud is 
not chargeable to the company as a cor- 
porate entity; that it was committed by 
Weiler outside of the scope of his official 
duties and for his own personal gain and 
that his acts were therefore ultra vires and 
not binding on the company. 


“We think these contentions are all with- 
out merit. It is well established in the fed- 
eral tax laws that a corporation cannot 
escape responsibility for tax returns pre- 
pared and filed by its duly authorized 
officers.” 


The court referred to its opinion in an 
earlier case, Saven Corporation, CCH Dec. 
12,117, 45 BTA 343, as supporting its ruling 
in Crescent Manufacturing Company, supra, 
as follows: 


“Be that as it may, what we consider the 
short and final answer is that the charge of 
fraud is here leveled at the petitioner, which 
is acorporation. Like any other corporation, 
it could act only through its officers, em- 
ployees, and agents. Commercial Credit Corp. 
v. Wells, 228 (N. Y.) Appellate Div. 402. Its 
action can be viewed only as the sum of 
the acts performed in its name by such of 
these individuals as were concerned. If peti- 
tioner had knowledge through the mind of 
one of its authorized agents of fact, as we 
think it unquestionably did, and through the 
same or another agent deliberately and 
fraudulently made a contrary statement 
which was signed and sworn to by still 
another, all that knowledge and all those 
acts would nevertheless be attributable to 
petitioner.” 


Analysis 
of Berger and Sherin Decision 


An analysis of the decision of the Tax 
Court in the Berger and Sherin, Inc. case 
shows how the court distinguished the facts 
in this case from those cited. Thus, it held: 


(1) That amounts received by the assist- 
ant sales manager and shared with the presi- 
dent, on a basis of ninety per cent for the 
president and ten per cent for such assistant 
sales manager, were the separate income of 
the recipients, since these amounts were 
received for special services. 


(2) That the corporation never authorized 
the illegal arrangements or received the 
benefits of the transactions, directly or in- 
directly, nor did the corporation ever have 
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command over the income represented by 
the commissions. 


(3) The doctrine of estoppel could not be 
invoked to close the corporate mouth where 
the corporation disavowed the acts, as was 
done in this case by the treasurer and fifty- 
per-cent stockholder. 


(4) Under such circumstances, the cor- 
porate entity could not be disregarded. 


Question Involved 
in Arlette Coat Company Case 


A similar question was involved in the 
case of Arlette Coat Company, Docket No. 
17305. In that proceeding, the Commis- 
sioner of Internal Revenue sought to tax to 
the petitioner-corporation an increase in net 
worth of the president and eighty-per-cent 
stockholder, the officer and the Commissioner 
having agreed that profits from trading in 
securities were correctly reported and the 
only other source of income shown on the 
individual return was from the corporation. 


However, the Commissioner was unable to 
relate directly this increase in net worth of 
the eighty-per-cent stockholder and presi- 
dent to corporate transactions. After a 
vigorous cross-examination of the witnesses 
for the Commissioner of Internal Revenue, 
counsel for the respondent acknowledged 
in open court that he could not establish a 
fraud case against the corporation and re- 
quested the court to eliminate the fifty-per- 
cent fraud penalty. 


This was just the beginning of the retreat. 
Upon brief, counsel for the respondent ad- 
mitted the increase in net worth of the 
eighty-per-cent stockholder and president 
was not taxable income to the corporation. 
The court has not yet rendered its decision 
in this matter, as there are other issues in- 
volving the individual which are part of a 
consolidated proceeding. 


Results of Litigation 


The decision of the Tax Court in Berger 
and Sherin, Inc., supra, and the concessions 
of the Commissioner of Internal Revenue 
in Arlette Coat Company, eliminate some 
of the sting contained in the Crescent Manu- 
facturing Company decision and sharply limit 
the scope of that decision. These two cases 
should give taxpayers hope and heart in 
fighting the Commissioner’s policy of double 
taxation wherever the tinge of fraud is sus- 
pect. [The End] 
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Tolling the Statute of Limitations 


in a Criminal Tax Case: A Supplement 


THE AUTHOR, A NEW YORK ATTORNEY, HERE INDICATES HOW THE 
TOLLING PROVISION OF THE STATUTE OF LIMITATIONS APPLIES IN 


EACH STATE AND TERRITORY 


By HAROLD W. WOLFRAM 





N A RECENT ARTICLE appearing in 

these pages,’ the taxpayer was warned 
that failure to choose the proper collection 
district for filing an income tax return might 
result in his being deprived of the protection 
of the statute of limitations if the return 
were questioned subsequently in a criminal 
prosecution. Unfortunately, thousands of 
taxpayers have no such choice. 


A concerete example will illustrate the 
point. A taxpayer in Houston, which is 
located in Harris County in the State of 
Texas, is required to file his income tax 
return in the first collection district.? The 
collector of the first collection district is 
located in Austin, Texas,* within the territorial 
jurisdiction of the United States District 
Court for the Western District of Texas.‘ 
The offense of willfully failing to file an in- 
come tax return® or willfully attempting to 
evade or defeat the tax by filing a false 
return ® is, therefore, committeed within the 
territorial jurisdiction of the United States 
District Court for the Western District of 
Texas and an indictment against the tax- 
payer must be found there.” However, one 


1 Wolfram, ‘‘Tolling the Statute of Limitations 


who resides and has his principal place of 
business in Houston, Texas, is located within 
the territorial jurisdiction of the United 
States District Court for the Southern Dis- 
trict of Texas.® He is, therefore, in a dif- 
ferent judicial district from that in which 
the offense has been committed. The courts 
have held that he will be deemed “absent” 
from the judicial district in which the offense 
has been committed ® and that, by his absence 
from this district, he has tolled the statute 
of limitations.” 


Thus, several simple statutory rules, con- 
strued in a number of cases without too 
much concern for ultimate consequences 
and applied to forty-eight states and several 
territories, create an absurd pattern of in- 
justice which affects thousands of taxpayers 
throughout the United States who simply 
are not in a position to avail themselves of 
any statute of limitations, no matter how 
long an interval elapses between the com- 
mission of the alleged offense and the filing 
of the indictment. 


A tabulation of states and territories, indi- 
cating those in which taxpayers are required 


: t 9029, 74 F. (2d) 940 (CCA-3, 1934), cert. den. 


in a Criminal Tax Case,’’ TAxES—The Tax Mag- 
azine, January, 1950, pp. 53-58. 

21950 CCH Federal Tax Reports. Index Vol., 
Pp. 18,033 and following. The federal income 
tax return of an individual ‘‘shall be made to 
the collector for the district in which is located 
the legal residence or principal place of busi- 
ness of the person making the return 
26 USC Section 53 (b) (1). 

3 See reference at footnote 2, above. 

4 28 USC Section 124 (d) (1). 

5 26 USC Section 145 (a). 

§ 26 USC Section 145 (b). 

7 Bowles v. U. S., 1934 CCH { 9546, 73 F. (2d) 
772, 774 (CCA-4, 1934), cert. den. 294 U. S. 710 
(1935); U. S. ex rel. Wampler v. Hill, 35-1 ustc 


Statute of Limitations 





295 U. S. 732 (1935). 

8 28 USC Section 124 (b) (2). 

®Capone v. Aderhold, 2 F. Sunn. 280 (DC 
Ga., 1933), aff’d 65 F. (2d) 130 (CCA-5, 1933); 
Capone v. Aderhold, 71 F. (2d) 160 (CCA-5, 
1934), cert. den. 293 U. S. 598 (1934): U. S. v. 
Anthracite Brewing Company, 35-1 ustc % 9351, 
11 F. Supp. 1019 (DC Pa., 1935): U..S. v. Pat- 
enotre, 48-2 ustc J 9419, 81 F. Supp. 1000 (DC 
N. Y., 1948): compare U. 8S. v. Eliopoulos, 45 
F. Supp. 777 (DC N. J., 1942). 

The statute of limitations in a criminal 
tax prosecution is tolled while ‘‘the person 
committing any of the offenses . . . is absent 
from the district wherein the same is commit- 
ted. ... .’’ 26 USC Section 3748. 
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to file income tax returns in collection dis- 
tricts which lie outside’ the federal judicial 
district in which the taxpayer himself is 
located, thus tolling the statute of limita- 
tions by rendering the taxpayer “absent 
from the district”. in which the offense is 
committed, reveals that taxpayers in almost 
one third of the counties” into which this 
country is divided are thus deprived entirely 
of the benefit of the statute of limitations 
in criminal tax prosecutions. 


It should be noted, in addition, that even 
where the return is required to be filed and 
actually is filed with a collector located in a 
judicial district which coincides with the 
taxpayer’s residence or place of business, 
the statute of limitations may be tolled by 
(1) sporadic absences of the taxpayer from 
the district for any purpose ” or (2) the tax- 
payer’s moving from one judicial district to 
another subsequent to the filing of the 
return. Furthermore, in the case of joint 
returns, one taxpayer may be present and 
another absent from the judicial district in 
which the return is filed and which becomes 
the district in which the offense is com- 
mitted. An accountant in one judicial dis- 
trict and a taxpayer in another together can 
never get the benefit of the statute of limi- 
tations when the indictment is found in the 
district in which the return is filed.” 


In each case it is assumed, of course, that 
the rationale of the Capone“ and Patenotre * 
cases will be applied. 


Collection and Judicial Districts 


Collection and judicial districts in the states 
and territories * are as follows: 


Alabama.—There is one collection district 
with an office located at Birmingham in the 
northern judicial district. Taxpayers in the 
middle judicial district and in the southern 
judicial district are required to file returns 
in Birmingham and thus are absent from 


1 The State of Louisiana is divided into 
parishes. 

2U,. 8. v. Frankel, 39-2 ustc § 9714 (DCN. Y.., 
1939), not officially reported. Contrary: U. S. 
v. Mathis, 39-2 ustc § 9710, 28 F. Supp. 582 (DC 
N. J., 1939). 

18 The accountant may be indicted also in the 
judicial district in which the return is pre- 
pared. U. 8. v. Newton, 68 F. Supp. 952 (DC 
Va., 1946), aff'd under the name of Newton 
v. U. 8., 47-2 ustc { 9353, 162 F. (2d) 795 
(CCA-4, 1947). 

14 Footnote 20, below. 

1% Footnote 25, below. 

1% For a list of collection districts, see 1950 
CCH Federal Tax Reports, Index Vol., p. 18,027 
and following. For a list of federal judicial 
districts. see 28 USC Sections 81-131. There 





610 July, 1950 © TAX ES—The Tax Magazine 





the district in which the offense is com- 
mitted so as to toll the statute of limitations.” 


Alaska—Taxpayers are required to file 
returns with the collector at Tacoma, Wash- 
ington, and thus are absent from the district 
in which the offense is committed so as to 
toll the statute of limitations. 


Arizona.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent from 
the district in which the crime is committed 
so as to toll the statute of limitations. 


Arkansas —There is one collection district 
with an office located at Little Rock in the 
eastern judicial district. Taxpayers in the 
western judicial district are required to file 
returns in Little Rock and thus are absent 
from the district in which the offense is 
committed so as to toll the statute of 
limitations. 


California—There are two collection dis- 
tricts and two judicial districts. 


Taxpayers in seven counties (Fresno, 
Inyo, Kings, Madeira, Mariposa, Merced 
and Tulare) located within the territorial 
jurisdiction of the District Court for the 
Southern District of California are required 
to file tax returns with the collector for the 
first collection district in San Francisco. 
This district is within the territorial juris- 
diction of the District Court for the Northern 
District of California, and taxpayers thus 
are absent from the district in which the 
offense is committed so as to toll the statute 
of limitations.” 


Colorado.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent 
from the district in which the crime is com- 
mitted so as to toll the statute of limitations. 


are 1,323 branch collectors’ offices located in 
the principal cities of the various collection 
districts. 1950 CCH Federal Tax Reports { 4023. 
A tax return is not properly filed in a branch 
office. If left there by the taxpayer, it is for- 
warded to the collector's office and the return 
is deemed to be filed in the principal office of 
the collector, not the branch office. Bowles v. 
U. 8., footnote 7, above. 

7The State of Alabama is located in the 
territorial jurisdiction of the Fifth Circuit 
Court of Appeals which decided the case of 
Capone v. Aderhold, footnote 9, above. See 
also footnote 20, below. 

18 Taxpayers in the seven counties referred 
to may decide to disregard the requirement of 
26 USC Section 53 (b) (1) that an individual 
file his income tax return with the collector 
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Connecticut.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, therefore, 
are located in a single judicial district. The 
accused will not be deemed absent from the 
district in which the crime is committed so as 
to toll the statute of limitations. 


Delaware.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent 
from the district in which the crime is com- 
mitted so as to toll the statute of limitations. 


District of Columbia—Taxpayers are re- 
quired to file returns with the collector at 
Baltimore, Maryland, and thus are absent 
from the district in which the offense is 
committed so as to toll the statute of 
limitations. 


Florida.— There is one collection district 
with an office located at Jacksonville in the 
southern judicial district. Taxpayers in the 
northern judicial district are required to file 
returns in Jacksonville and thus are absent 
from the district in which the offense is 
committed so as to toll the statute of 
limitations.” 


Georgia. — There is one collection district 
with an office located at Atlanta in the 
northern judicial district. Taxpayers in the 
middle judicial district and in the southern 
judicial district are required to file returns 


(Footnote 18 continued) 


in Atlanta and thus are absent from the 
district in which the offense is committed 
so as to toll the statute of limitations.” 


Hawaii.—There is one collection district 
and one judicial district for the entire terri- 
tory. Both the collector and the taxpayer, 
therefore, are located in a single judicial 
district. The accused will not be deemed 
absent from the district in which the crime 
is committed so as to toll the statute of 
limitations. 


Idaho.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent 
from the district in which the crime is com- 
mitted so as to toll the statute of limitations. 


Illinois —There are two collection districts 
and three judicial districts. 

The first collection district has an office 
located in Chicago which is in the northern 
judicial district. The eighth collection district 
has an office located in Springfield which 
is located in the southern judicial district. 

Taxpayers in the eastern judicial district, 
with the exception of Kankakee County 
(see chart on page 612), are required to file 
returns in the collector’s office located in 
Springfield which is in the southern judicial 
district and thus are absent from the district 
in which the offense is committed so as to 
toll the statute of limitations. 


% The State of Florida is located in the ter- 


for the (collection) district in which is located 
his legal residence or principal place of busi- 
ness and instead file his return with the col- 
lector of the sixth collection district at Los 
Angeles which is located in the southern judi- 
cial district. (There is a dictum to the effect 
that Section 53 (b) (1) is not ‘‘mandatory.”’ 
U. 8. v. Dallas National Bank, 46-1 ustc { 9117, 
152 F. (2d) 582 (CCA-5, 1945).) 


Thus the offense of willfully attempting to 
evade or defeat the tax by filing a false return 
(26 USC Section 145 (b)) will be committed in 
the southern district of California, the judicial 
district in which the taxpayer is also located, 
and the statute of limitations will not be tolled 
by the taxpayer’s absence from the district. The 
crime of willfully failing to file an income tax 
return (26 USC Section 145 (a)), however, will 
be committed in the first collection district 
(where the return is required by statute to be 
filed) within the territorial jurisdiction of the 
federal court for the northern district of Cal- 
ifornia, and the statute of limitations will be 
tolled by the taxpayer’s absence from that 
district. 


Furthermore, even this rather unsatisfactory 
alternative is not available to taxpayers who 
are located in judicial districts which have no 
collector’s office. (See Alabama and similar 
States.) 


Statute of Limitations 


ritorial jurisdiction of the Fifth Circuit Court 
of Appeals which decided the case of Capone 
v. Aderhold, footnote 9, above. See also footnote 
20, below. 

22 Al Capone was convicted, in the United 
States District Court for the Northern District 
of Illinois, of willfully attempting to evade and 
defeat his income taxes and was incarcerated 
in the federal penitentiary at Atlanta. He filed 
a petition for a writ of habeas corpus in the 
District Court for the Northern District of 
Georgia claiming that the indictment was insuffi- 
cient on its face and that the sentence, under 
which he was held, was void because the 
offenses charged were barred by the statute of 
limitations. The court dismissed the petition 
(2 F. Supp. 280 (1933)) on the ground that 
Capone had failed to allege ‘‘that he was 
within the district where the offenses were 
committed a sufficient length of time thereafter 
to bar the actions against him by the running 
of the statute ... .’’ The Court of Appeals 
for the Fifth Circuit affirmed (65 F. (2d) 130 
(1933)). Capone filed a second petition for a 
writ of habeas corpus which was likewise de- 
nied. On appeal, the order was affirmed, the 
Court of Appeals for the Fifth Circuit holding: 
“(flor all that appears he was absent a suffi- 
cient length of time to keep the statute of 
limitations from running’’ (71 F. (2d) 160 
(1934)-; cert. den. 293 U. S. 598 (1934)). 
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Taxpayers in the following counties, 
located in one judicial district, are required 





absent from the district in which the offense 
is committed so as to toll the statute of 





to file their returns with a collector located limitations: 
in another judicial district” and thus are 
District Court 
Judicial District Taxpayer Required Having 
in Which County — to File With Jurisdiction 
County Is Located Collector of Crime 
a ee Southern Ist, Chicago Northern 
Henry .... Southern Ist, Chicago Northern 
Moankakee ..........:....+- Bastern Ist, Chicago Northern 
CS eee ee Southern Ist, Chicago Northern 
0 eee een eee Southern Ist, Chicago Northern 
ee ee Southern Ist, Chicago Northern 
mock Island ........ Southern lst, Chicago Northern 
Stark Southern Ist, Chicago Northern 





Indiana.—There is one collection district 
with an office located at Indianapolis in fhe 
southern judicial district. Taxpayers in the 
northern judicial district are required to file 
returns in Indianapolis and thus are absent 
from the district in which the offense is com- 
mitted so as to toll the statute of limitations. 


Iowa.—There is one collection district with 
an office located at Des Moines in the southern 
judicial district. Taxpayers in the northern 
judicial district are required to file returns in 
Des Moines and thus are absent from the dis- 
trict in which the offense is committed so 
as to toll the statute of limitations. 


Kansas.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent 
from the district in which the crime is com- 
mitted so as to toll the statute of limitations. 


Kentucky.—There is one collection district 
with an office located at Louisville in the 
western judicial district. Taxpayers in the 
eastern judicial district are required to file 
returns in Louisville and thus are absent 
from the district in which the offense is 
committed so as to toll the statute of 
limitations. 


Louisiana.—There is one collection district 
with an office located at New Orleans in the 
eastern judicial district. Taxpayers in the 
western judicial district are required to file 
returns in New Orleans and thus are absent 


from the district in which the offense is 
committed so as to toll the statute of 
limitations.” 


Maine—tThere is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent 
from the district in which the crime is com- 
mitted so as to toll the statute of limitations. 


Maryland—tThere is one collection dis- 
trict and one judicial district for the entire 
state. Both the collector and the taxpayer, 
therefore, are located in a single judicial 
district. The accused will not be deemed 
absent from the district in which the crime 
is committed so as to toll the statute of 
limitations. 

Massachusetts —There is one collection dis- 
trict and one judicial district for the entire 
state. Both the collector and the taxpayer, 
therefore, are located in a single judicial 
district. The accused will not be deemed 
absent from the district in which the crime 
is committed so as to toll the statute of 
limitations. 


Michigan.—There is one collection district 
with an office located at Detroit in the 
eastern judicial district. Taxpayers in the 
western judicial district are required to file 
returns in Detroit and thus are absent from 
the district in which the offense is committed 
so as to toll the statute of limitations. 





21 Taxpayers in the southern judicial district 
may decide to file returns in the eighth col- 
lection district which is located in the southern 
judicial district, thereby assuring themselves 
of not being deemed absent from the judicial 
district in which the offense is committed. (See 
footnote 18, above, for a discussion of this 
alternative and some limitations thereof.) Tax- 
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payers in Kankakee County have no such alter- 
native, since there is no collector’s office lo- 
cated in the eastern judicial district. 

2 The State of Louisiana is located in the 
territorial jurisdiction of the Fifth Circuit 
Court of Appeals which decided the case of 
Capone v. Aderhold, footnote 9, above. See 
also footnote 20, above. 
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Minnesota—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent from 
the district in which the crime is committed 
so as to toll the statute of limitations. 


Mississippii—There is one collection district 
with an office located at Jackson in the 
southern judicial district. Taxpayers in the 
northern judicial district are required to file 


returns in Jackson and thus are absent from 
the district in which the offense is committed 
so as to toll the statute of limitations.” 


Missouri.—There are two collection districts 
and two judicial districts. Taxpayers in the 
following counties, located in one judicial dis- 
trict, are required to file their returns with a 
collector located in another judicial dis- 
trict * and thus are absent from the district 
in which the offense is committed so as to 
toll the statute of limitations: 





District Court 





Judicial District Taxpayer Required Having 

in Which County to File With Jurisdiction 
County Is Located Collector of Crime 
Ne isso tr rtieeed Western Ist, St. Louis Eastern 
Callaway Western Ist, St. Louis Eastern 
Chariton Eastern 6th, Kansas City Western 
[ete ae Western Ist, St. Louis Eastern 
Oregon Western Ist, St. Louis Eastern 
EEE 6 witisinde iia St einniooned Western Ist, St. Louis. Eastern 
Pulaski . Western Ist, St. Louis Eastern 





Montana.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent from 
the district in which the crime is committed so 
as to toll the statute of limitations. 


Nebraska.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent from 
the district in which the crime is committed 
so as to toll the statute of limitations. 


Nevada.—There is one collection district 
and one judicial district for the entire state. 
30th the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be.deemed absent from 
the district in which the crime is committed 
so as to toll the statute of limitations. 


New Hampshire—There is one collection 
district and one judicial district for the en- 
tire state. Both the collector and the tax- 
payer, therefore, are located in a single 
judicial district. The accused will not be 


23 The State of Mississippi is located in the 
territorial jurisdiction of the Fifth Circuit 
Court of Appeals which decided the case of 
Capone v. Aderhold, footnote 9, above. See 
also footnote 20, above. 

*% Taxpayers referred to may decide to file 
returns in the collector's office located in their 


Statute of Limitations 





deemed absent from the district in which 
the crime is committed so as to toll the 
statute of limitations. 


New Jersey.—There are two collection dis- 
tricts and one judicial district. Since any 
crime committed in connection with filing 
or failure to file the tax return in either of 
the two collection districts will be committed 
within the single federal judicial district in 
the state, the taxpayer cannot be deemed 
absent from the district in which the offense 
is committed. 


New Mexico.—There is one collection dis- 
trict and one judicial district for the entire 
state. Both the collector and the taxpayer, 
therefore, are located .in a single judicial 
district. The accused will not be deemed 
absent from the district in which the crime 
is committed so as to toll the statute of 
limitations. 


New York.—There are six collection dis- 
tricts and four judicial districts. Taxpayers 
in the following counties, located in one 
judicial district, are required to file their 





own judicial district, thereby assuring them- 
selves of not being deemed absent from the 
judicial district in which the offense is com- 
mitted. (See footnote 18, above, for a dis- 
cussion of this alternative and some limitations 
thereof.) 
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returns with a collector located in another 
judicial district* and thus are absent from 


the district in which the offense is committed 
so as to toll the statute of limitations: 





District Court 





Judicial District Taxpayer Required Having 

in Which County — to File With Jurisdiction 
County Is Located Collector of Crime 
Bronx Southern 14th, Albany Northern 
Columbia Southern 14th, Albany Northern 
Dutchess Southern 14th, Albany Northern 
Greene Southern 14th, Albany Northern 
0 Se eee Southern 14th, Albany Northern 
Putnam Southern 14th, Albany Northern 
Rockland Southern 14th, Albany Northern 
Schuyler Western 21st, Syracuse Northern 
Seneca Western 21st, Syracuse Northern 
Sullivan Southern 14th, Albany Northern 
Ulster Southern 14th, Albany Northern 
Wayne Western 21st, Syracuse Northern 
Westchester Southern 14th, Albany Northern 





North Carolina—There is one collection 
district with an office located at Greensboro 
in the middle judicial district. Taxpayers 
in the eastern judicial district and in the 
western judicial district are required to file 
returns in Greensboro and thus are absent 
from the district in which the offense is 
committed so as to toll the statute of 
limitations. 


North Dakota—There is one collection 
district and one judicial district for the 
entire state. Both the collector and the 
taxpayer, therefore, are located in a single 


judicial district. The accused will not be 
deemed absent from the district in which 
the crime is committed so as to toll the 
statute of limitations. 


Ohio—There are four collection districts 
and two judicial districts. Taxpayers in the 
following counties, located in one judicial 
district, are required to file their returns 
with a collector located in another judicial 
district * and thus are absent from the dis- 
trict in which the offense is committed so 
as to toll the statute of limitations: 





District Court 

Judicial District Taxpayer Required Having 

inWhich County to File With Jurisdiction 
County Is Located Collector of Crime 
Denmomt............ Sia Southern 18th, Cleveland Northern 
re eee Southern 10th, Toledo Northern 
Darke Southern 10th, Toledo Northern 
ee Southern 18th, Cleveland Northern 
NR, cae charter tte a Southern 18th, Cleveland Northern 
MME on one pce oon oe Southern 10th, Toledo Northern 
Marion Northern 11th, Columbus Southern 
Monroe Southern 18th, Cleveland Northern 
Shelby Southern 10th, Toledo Northern 





*% Taxpayers referred to may decide to file 
returns in the collector’s office located in their 
own judicial district, thereby assuring them- 
selves of not being deemed absent from the 
judicial district in which the offense is commit- 
ted. (See footnote 18, above, for a discussion of 
this alternative and some limitations thereof.) 

The case of United States v. Patenotre, foot- 
note 9, above, was decided in the United States 
District Court for the Southern District of New 
York. There the court said (at p. 1003): ‘I 
find it impossible to give any meaning to the 
words ‘absent from the district’ which would 


make them inapplicable to persons who commit 
a crime here either after leaving or without 
ever having been within the jurisdiction and 
remain away uninterruptedly thereafter with 
such permanence as these defendants.’’ 

% Taxpayers referred to may decide to file 
returns in the collector’s office located in their 
own judicial district, thereby assuring them- 
selves of not being deemed absent from the 
judicial district in which the offense is com- 
mitted. (See footnote 18, above, for a discus- 
sion of this alternative and some limitations 
thereof.) 
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Oklahoma.—There is one collection district 
with an office located at Oklahoma City in 
the western judicial district. Taxpayers in 
the northern judicial district and in the 
eastern judicial district are required to file 
returns in Oklahoma City and thus are 
absent from the district in which the offense 
is committed so as to toll the statute of 
limitations. 


Oregon.—There is one collection district and 
one judicial district for the entire state. Both 
the collector and the taxpayer, therefore, 


are located in a single judicial district. The 
accused will not be deemed absent from 
the district in which the crime is commited 
so as to toll the statute of limitations. 


Pennsylvania—There are three collection 
districts and three judicial districts. Tax- 
payers in the following counties, located in 
one judicial district, are required to file their 
returns with a collector located in another 
judicial district” and thus are absent from 
the district in which the offense is com- 
mitted so as to toll the statute of limitations: 





District Court 
Judicial District Taxpayer Required Having 
in Which County to File With Jurisdiction 

County Is Located Collector of Crime 
pS ene eee Middle Ist, Philadelphia Eastern 

Bedford Western Ist, Philadelphia Eastern 

hc eee ee Western Ist, Philadelphia Eastern 

Cameron Middle 23rd, Pittsburgh Western 
Cumberland .........6::. Middle Ist, Philadelphia Eastern 
Dauphin Middle Ist, Philadelphia Eastern 
eo —_—_————— rs Middle Ist, Philadelphia Eastern 

Lp ee Middle Ist, Philadelphia Eastern 
Huntington .........+.. Middle Ist, Philadelphia Eastern 
a re ee Middle lst, Philadelphia Eastern 
Lebanon Middle 1st, Philadelphia Eastern 
___... eet a eae Middle Ist, Philadelphia Eastern 
Northampton Eastern 12th, Scranton Middle 

Perry eh PUM Middle Ist, Philadelphia Eastern 
| ERP OTT Middle Ist, Philadelphia Eastern 
OS Ee ere oe Middle lst, Philadelphia Eastern 





Rhode Island.—There is one collection dis- 
trict and one judicial district for the entire 
state. Both the collector and the taxpayer, 
therefore, are located in a single judicial 
district. The accused will not be deemed 
absent from the district in which the crime 
is committed so as to toll the statute of 
limitations. 


South Carolina—There is one collection 
district with an office located at Columbia 
in the eastern judicial district. Taxpayers 
in the western judicial district are required 
to file returns in Columbia and thus are 
absent from the district in which the offense 
is committed so as to toll the statute of 
limitations. 


77 Taxpayers referred to may decide to file 
returns in the collector's office located in their 
own judicial district, thereby assuring them- 
selves of not being deemed absent from the 
judicial district in which the offense is com- 
mitted. (See footnote 18, above, for a discus- 
sion of this alternative and some limitations 
thereof.) 


Statute of Limitations 





South Dakota.—There is one collection dis- 
trict and one judicial district for the entire 
state. Both the collector and the taxpayer, 
therefore, are located in a single judicial 
district. The accused will not be deemed 
absent from the district in which the offense 
is committed so as to toll the statute of 
limitations. 


Tennessee —There is one collection district 
with an office located at Nashville in the 
middle judicial district. Taxpayers in the 
eastern judicial district and in the western 
judicial district are required to file returns 
in Nashville and thus are absent from the 
district in which the offense is committed 
so as to toll the statute of limitations. 


The case of U. S. v. Anthracite Brewing 
Company, footnote 9, above, was decided in 
the United States District Court for the Middle 
District of Pennsylvania. There the court said 
(at p. 1020): ‘‘The statute specifically provides — 
that the limitation period shall not run while 
the person committing the offense is absent from 
the district wherein the same was committed. 
See Capone v. Aderhold (D. C.) 2 F. Supp. 280.”"’ 
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Texas.—There are two collection districts 
and four judicial districts. The first collec- 
tion district has an office located in Austin 
which is in the western judicial district. The 
second collection district has an office located 
in Dallas which is in the northern judicial 
district.” 

All taxpayers in the northern judicial dis- 
trict are required to file returns in the col- 
lector’s office in Dallas which is also located 
in the northern judicial district and, there- 
fore, will not be deemed absent from the 
district in which the offense is committed. 

All taxpayers in the southern judicial dis- 
trict are required to file returns in the col- 
lector’s office in Austin which is located in 
the western judicial district and thus are 
absent from the district in which the offense 
is committed so as to toll the statute of 
limitations. 


Taxpayers in the eastern judicial district, 
with the exception of seven counties, are 
required to file returns in the office of the 
collector located in Dallas which is in the 
northern judicial district;.in the remaining 
seven counties the taxpayer is required to 
file returns in the office of the collector 
located in Austin which is in the western 
judicial district. In either case, taxpayers 
in the eastern judicial district are absent 
from the district in which the offense is com- 
mitted so as to toll the statute of limitations. 

Taxpayers in the western judicial dis- 
trict, with the exception of nine counties, 
are required to file returns in the collector’s 
office located in Austin which is in the 
western judicial district and, therefore, will 
not be deemed absent from the district in 
which the offense is committed. However, 
taxpayers in the nine counties referred to 
(Andrews, Crane, Ector, Loving, Martin, 
Midland, Upton, Ward and Winkler), although 
located in the western judicial district where 
the collector at Austin is also located, are 
required to file returns in the second collec- 
tion district at Dallas located in the northern 
judicial district” and thus are absent from 
the district in which the offense is com- 
mitted so as to toll the statute of limitations. 


Utah—There is one collection district and 
one judicial district for the entire state. Both 


% The State of Texas is located in the ter- 
ritorial jurisdiction of the Fifth Circuit Court 
_of Appeals which decided the case of Capone 
v. Aderhold, footnote 9, above. See also foot- 
note 20, above. 

2° Taxpayers in the nine counties referred to 
may decide to file returns in the collector’s 
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the collector and the taxpayer, therefore, 
are located in a single judicial district. The 
accused will not be deemed absent from the 
district in which the offense is committed 
so as to toll the statute of limitations. 


Vermont—There is one collection dis- 
trict and one judicial district for the entire 
state. Both the collector and the taxpayer, 
therefore, are located in a single judicial 
district. The accused will not be deemed 
absent from the district in which the offense 
is committed so as to toll the statute of 
limitations. 


Virginia.—There is one collection district 
with an office located at Richmond in the east- 
ern judicial district. Taxpayers in the western 
judicial district are required to file returns 
in Richmond and thus are absent from the 
district in which the offense is committed so 
as to toll the statute of limitations. 


Washington—There is one collection dis- 
trict with an office located at Tacoma in the 
western judicial district. Taxpayers in the 
eastern judicial district are required to file 
returns in Tacoma and thus are absent from 
the district in which the offense is committed 
so as to toll the statute of limitations. 


West Virginia—There is one collection 
district with an office located at Parkers- 
burg in the northern judicial district. Tax- 
payers in the southern judicial district are 
required to file returns in Parkersburg and 
thus are absent from the district in which 
the offense is committed so as to toll the 
statute of limitations. 


Wisconsin ——There is one collection dis- 
trict with an office located at Milwaukee in 
the eastern judicial district. Taxpayers in 
the western judicial district are required to 
file returns in Milwaukee and thus are absent 
from the district in which the offense is com- 
mitted so as to toll the statute of limitations. 


Wyoming.—There is one collection district 
and one judicial district for the entire state. 
Both the collector and the taxpayer, there- 
fore, are located in a single judicial district. 
The accused will not be deemed absent 
from the district in which the offense is com- 
mitted so as to toll the statute of limitations. 


[The End] 


office located in their own judicial district, 
thereby assuring themselves of not being deemed 
absent from the judicial district in which the 
offense is committed. (See footnote 18, above, 
for a discussion of this alternative and some 
limitations thereof.) 
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ALIENS 


and the United States Income Tax Law 


By HENRY SCHNEIDER — — — — New York Attorney 





Mr. Schneider is a member of the law 
firm of Moses & Singer, New York 
City. This article is an outline of the 
impact of the federal income tax upon 
aliens and, therefore, elaboration and 
critical discussion are generally avoided. | 
The design is to assemble scattered | 
material and to present a broad, or- 
derly survey or pattern of the subject. | 





i i HE federal income tax law divides aliens 
- into three categories: (1) resident aliens, 
(2) nonresident aliens engaged in business 
within the United States and (3) nonresi- 
dent aliens not engaged in business within 
the United States. The third category is 
further subdivided into those having United 
States periodical gross income of up to 
$15,400 per year and those having in excess 
of $15,400 of such gross income. Treasury 
Regulations Sections 29.211-1, 29.211-7; 
Mimeograph 5883, 1945 CB 244. 


Residence 


The Treasury Regulations contain the 
following general precepts for determining 
residence or nonresidence (Section 29.211-2) : 

“An alien actually present in the United 
States who is not a mere transient or so- 
journer is a resident of the United States 
for purposes of the income tax. Whether 
he is a transient is determined by his in- 
tentions with regard to the length and 
nature of his stay. A mere floating inten- 
tion, indefinite as to time, to return to an- 
other country is not sufficient to constitute 
him a transient. If he lives in the United 
States and has no definite intention as to 
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his stay, he is a resident. One who comes 
to the United States for a definite purpose 
which in its nature may be promptly ac- 
complished is a transient; but if his purpose 
is of such a nature that an extended stay 
may be necessary for its accomplishment, 
and to that end the alien makes his home 
temporarily in the United States, he be- 
comes a resident, though it may be his 
intention at all times to return to his domicile 
abroad when the purpose for which he came 
has been consummated or abandoned. An 
alien whose stay in the United States is 
limited to a definite period by the immigra- 
tion laws is not a resident of the United 
States within the meaning of this section, 
in the absence of exceptional circumstances,” 

Another generality offered by the Regu- 
lations is (Section 29.211-4): 

“An alien, by reason of his alienage, is 
presumed to be a non-resident alien. Such 
presumption may be overcome. a 


Finally the Bureau has pointed out that 
(Mim. 5883, above) “residence has been 
construed by the Bureau in all rulings as 
something which may be less than domicile. 
(See Bowring v. Bowers, 24 F. (2d) 918, 
T. D. 4164, C. B. VII-1, 98 (1928).)” 

All of the foregoing generalities are ob- 
viously designed to serve as an aid in the 
desired treatment of the unusual or hard 
case. The rules for the common situations 
and particular exceptions may be set down 
as follows: 


(1) Domicile and residence—These are 
commonly identical or equated. Compare 
Fiske’s Estate, 42-2 ustc § 9485, 128 F. (2d) 
487, cert. den. 317 U. S, 635 (CCA-7, 1942). 
A clear exception is that a wife may be a 
nonresident even though her “domicile” is 
that of her husband whose residence and 
domicile are in the United States. I. T. 
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3859, 1947-2 CB 98. The converse is also 
true. Compare Patino, CCH Dec. 17,291, 
13 TC 816; Marsman, CCH Dec. 17,501(M), 
9 TCM 108. An exception also occurs in 
the relatively unusual case where despite 
the concurrence of a continuing intention to 
return to his domicile in the country of his 
origin, of an intention that such country 
be his real home, of the likelihood of the 
eventual fulfillment of such intention and 
of the maintenance of a permanent place 
of abode in such country, the alien has been 
held to be a United States resident, because 
he has acquired a relatively permanent place 
of abode in the United States and has spent 
a very prolonged period here. Bowring v. 
Bowers, 1 ustc J 293, 24 F. (2d) 918 (CCA-2, 
1928), cert. den. 277 U. S. 608; Chapman, 
CCH Dec. 16,049, 9 TC 619; Patino, above. 
In all of such cases, it did not appear that 
the alien’s stay was limited to a definite 
period by the immigration laws. 


(2) Temporary visa—As the Regulations 
state: “An alien whose stay in the United 
States is limited to a definite period by the 
immigration laws is not a resident of the 
United States .’ (Regulations Section 
29.211-2). This the Bureau qualifies by the 
phrase “in the absence of exceptional cir- 
cumstances.” In Mim. 5883, above, the 
Bureau, emphasizing this phrase, has re- 
iterated the contention that a temporary visa 
does not conclusively establish nonresidence. 
Compare Schumacher, CCH Dec. 9045, 32 
BTA 1242. The Bureau, in its mimeograph, 
calls attention to the prevailing fact that, 
“many visitors’ permits, or temporary visas, 
were issued to aliens who desired merely 
to get out of a war-torn country under any 
conditions and under any passport or visa 
so long as they reached the shores of the 
United States. For example, while the vast 
majority of such aliens originally entered 
the United States on temporary permits, 
numerous extensions of such permits have 
been applied for and granted and a great 
number of applications have been made by 
such aliens to enter a third country in order 
to qualify for reentry into the United States 
on immigrants’ visas, thus indicating an in- 
tention to become residents of the United 
States even though such immigrants’ visas 
may not have been granted.” An alien was 
able to bring himself within the exception 
covering “exceptional circumstances” in 
Wriedt, CCH Dec. 15,630(M), 6 TCM 144, 
when he showed that, successively, he had 
been forced to flee from Hitler Germany, 
had desired to get away from the threat 
of war in Great Britain, had come to the 
United States with his family on a tempo- 





rary visa in September, 1939, had declared 
his intention to stay permanently in and 
become a citizen of the United States, had 
made plans for attempting to obtain an 
immigration visa by going to Cuba and re- 
turning to the United States and that he 
had settled down in the United States and 
a few years later (though subsequent to 
the tax year in question) gone to Canada, 
obtained an immigration visa for re-entry 
into the United States and after returning 
from Canada, filed his first papers applying 
for citizenship. Short of producing such 
extreme facts, the Bureau has not been able 
to convince any court that an alien here 
on a temporary visa is a resident despite 
prolonged physical presence here. Molnar, 
CCH Dec. 14,809(M), 4 TCM 951; Con- 
stantinescu, CCH Dec. 16,486, 11 TC 36 
(acq.); Jamvold, CCH Dec. 16,517, 11 TC 
122 (acq.); Nubar, CCH Dec. 17,244, 13 TC 
566. To the contrary: Marsman, above, (a 
war refugee who intended to stay here until 
the danger in her home country was over). 


(3) Immigration visa—Although Mimeo- 
graph 5883, above, states that “the posses- 
sion of an immigrant’s visa by an alien, 
upon his initial entrance into the United 
States, is not conclusive of his classifica- 
tion as a resident of this country,” this ob- 
jective fact must be well-nigh conclusive. 
It would indelibly mark his intention to 
stay in this country for an extended period 
as more than “a mere transient or so- 
journer.” 


(4) Change of status from resident to non- 
resident—After an alien has once estab- 
lished residence here, his status is not 
changed by a mere intention to return to 
his country of origin. Thomas, CCH Dec. 
9173, 33 BTA 725; Regulations Section 
29.211-5. His mere absence from the United 
States for more than six months is not 
“nonresidence.” Stallforth, CCH Dec. 8536, 
30 BTA 546, aff’d 35-1 ustc { 9329, 77 F. 
(2d) 584 (CA of D. C., 1935), cert. den. 
296 U. S. 606; Baer, CCH Dec. 15,177, 6 
TC 1195. But compare Constantinescu, above. 


(5) Trusts—Regardless of the nonresi- 
dence of the alien grantor and of the bene- 
ficiaries, of the fact that the trust was 
created outside the United States and of 
the fact that most of the co-trustees were 
nonresident aliens, a trust has been held to 
be a resident trust and its income taxable in 
a manner similar to that of a resident indi- 
vidual if one of the trustees was a United 
States citizen, the corpus was kept here and 
the trustees maintained, in the charge of the 
United States trustee, an office in the United 
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States. Jones, CCH Dec. 12,431, 46 BTA 
531, aff'd 43-1 ustc § 9238, 132 F. (2d) 914 
(CCA-4, 1943). 


(6) Foreign residence of United States 
citizens —lIt will be helpful to compare the 
statutes, regulations and decisions on the 
converse problem of what constitutes for- 
eign residence of a United States citizen for 
the purpose of permitting him to exclude 
earned income from sources without the 
United States. Code Section 116 (a); Regu- 
lations Section 29.116-1; Thorsell, CCH Dec. 
17,306, 13 TC —, No. 119; Swenson v. 
Thomas, 47-2 ustc { 9404, 164 F. (2d) 783 
(CCA-5, 1947); Harvey, CCH Dec. 16,231, 
10 TC 183 (acq.); Kollmar, CCH Dec. 
14,371, 4 TC 727 (acq.); Johnson, CCH 
Dec. 15,430, 7 TC 1040; Downs, CCH Dec. 
15,431, 7 TC 1053, aff'd 48-1 ustc J 9159, 
166 F. (2d) 504 (CCA-9, 1948), cert. den. 
334 U. S. 832; Seeley, CCH Dec. 17,485, 
14 TC —, No. 23; I. T. 3679, 1944 CB 262; 
White v. Hofferbert, 50-1 ustc § 9197 (DC 
Md.); Myers v. Commissioner, 50-1 ustc 
4 9253 (CA-4, 1950). 


Engaged in Trade or Business 
Within United States 


An alien is “engaged in trade or business 
within the United States” if he performs 
personal ‘services within the United States 
at any time within the year, unless he re- 
ceives an aggregate compensation therefor 
not in excess of $3,000, is present for a 
total of no more than ninety days during 
such year and performs such services for 
a nonresident alien individual, foreign part- 
nership or foreign corporation not engaged 
in trade or business within the United 
States. Code Section 211 (b). Reference 
should be made to particular income tax 
treaties. Such treaties were discussed by 
Gilpin and Wells in “International Double 
Taxation of Income: Its Problems and 
Remedies,” Taxes—The Tax Magazine, Jan- 
uary, 1950, page 9. 

An alien may be considered to be engaged 
in business here for reasons other than the 
rendering of personal services in the United 
States. 

A small amount of other business activity 
here, even if done solely through the medium 
of agents, is sufficient to establish that an 
alien is engaged in business here, I. T. 1406, 
I-2 CB 151. A business may exist even 
though the net income is comparatively triv- 
ial. Such was the holding in Yerburgh, CCH 
Dec. 14,930(M), 4 TCM 1145. The only 
business activity was the ownership and 
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renting out of two small parcels of United 
States real estate, which were managed by 
a real estate agent here. The agent turned 
over the rentals to the alien’s attorney here, 
and he, in turn, paid the insurance premi- 
ums and realty taxes and remitted the net 
rentals to the alien. This decision is, how- 
ever, extreme and not really reconcilable 
with Barbour, CCH Dec. 13,797(M), 3 TCM 
216. At any rate, management of real estate 
for profit on a considerable scale, even if 
done through an attorney, agent or attor- 
ney-in-fact, clearly constitutes engaging in 
business. Pinchot v. Commissioner, 40-2 ustc 
79592, 113 F. (2d) 718 (estate tax case); 
Investors’ Mortgage Security Company, Ltd., 
CCH Dec. 14,333(M), 4 TCM 45; G. C. M. 
18835, 1937-2 CB 141. 


However, the mere ownership of a parcel 
of real estate which is rented out by the 
alien but operated by the lessee on a net- 
rent basis is not a trade or business, even 
though the alien’s United States attorney 
pays mortgage interest before remitting the 
rentals to the alien. Neill, CCH Dec. 12,251, 
46 BTA 197; G. C. M. 18835, above; I. T. 
3260, 1939-1 CB 199. An isolated and for- 
tuitous sale here does not constitute busi- 
ness. European Naval Stores Company, CCH 
Dec. 16,518, 11 TC 127. Ownership of in- 
vestment property here, a directorship in a 
United States corporation and attendance 
at directors’ and stockholders’ meetings do 
not constitute engaging in business in the 
United States. Turner v. McCuen, 2 ustc 
94572 (estate tax case). That a nonresident 
alien was sole stockholder of a domestic 
corporation and made frequent pleasure trips 
here did not mean that he was engaged in 
business here. Tarafa y Armas Estate, 37 
BTA 19 (acq.) (estate tax case). But see, 
I Paul, Federal Estate and Gift Taxation, 
Section 2.12. 

An alien is engaged in United States busi- 
ness if he is a member of a partnership so 
engaged. Code Section 219; Regulations 
Section 29-219.1; Cratk v. U. S., 40-1 ustc 
1 9222. 31 F. Sepp. 132 €Cr. Cis, 1990); 
I. T. 3233, 1938-2 CB 192. 

By express statutory provision, the term 
“engaged in trade or business . . . does not 
include the effecting, through a resident 
broker, commission agent, or custodian, of 
transactions in the United States in com- 
modities (if of a kind customarily dealt in 
on an organized commodity exchange, if 
the transaction is of the kind customarily 
consummated at such place, and if the alien, 
partnership, or corporation has no office or 
place of business in the United States at any 
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time during the taxable year through which 
or by the direction of which such transac- 
tions in commodities are effected), or in stocks 
or securities.” Code Section 211(b); Regu- 
lations Sections 29.211-7, 29.212-1; I. T. 3260, 
above. 


Thus an investment trust is not engaged 
in United States business where all policy 
decisions are made in the foreign home office 
and all purchases and sales of securities are 
made through resident brokers, even though 
substantial clerical functions are performed 
in its United States office. Scottish Ameri- 
can Investment Company, CCH Dec. 16,773, 
12 TC 49. However, an alien may be en- 
gaged in business through an agent in the 
United States. Adda, CCH Dec. 16,244, 10 
TC 273, aff'd 49-1 ustc 9 9109, 171 F. (2d) 
457 (CA-4, 1949, cert. den. 336 U. S, 952; 
G. C. M. 21219, 1939-1 CB 201; Amalgamated 
Dental Company, CCH Dec. 15,139, 6 TC 
1009. But compare Adda, CCH Dec. 16,482, 
10 TC 1291. 

In the Adda case, CCH Dec. 16,244, 10 
TC 273, the alien traded extensively in com- 
modities through resident brokers in the 
United States but used as an intermediary 
a resident brother who had discretionary 
authority and was not a broker, commission 
agent or custodian. The alien, therefore, 
was held to have engaged in business within 
the United States. 


The Adda case, CCH Dec. 16,244, 10 TC 
273, was distinguished in Nubar, above. The 
court held that under the specific pro- 
visions and legislative history of Code 
Section 211(b), extensive speculative transac- 
tions in securities and commodity futures 
effected by resident brokers here for a non- 
resident alien did not amount to his en- 
gaging in trade or business despite the 
nonresident alien’s prolonged physical presence 
in the United States. The distinguishing fact 
was that the nonresident alien in the Nubar 
case made all the decisions as to purchases 
and sales himself and was not “taking ad- 
vantage” of “decisions made in the United 
States by one who is not a resident broker, 
commission agent, or custodian,” as was 
done in the Adda case. The statutory pro- 
vision more clearly justifies the Nubar case 
than the Adda case. In the recent statement 
of Secretary of Treasury Snyder on the 1950 
Revenue Bill before the House Ways and 
Means Committee on February 3, 1950, it 
was said: 


“Under existing law, capital gains of non- 
resident aliens not engaged in a trade or 
business in the United States are exempt 
from income tax. This exemption applies 


even though the nonresident alien may be 
physically present in the United States at 
the time such gains are realized, A typical 
example of this loophole is the recent Nubar 
case, in which it was held that the alien tax- 
payer was completely exempt from tax on 
over $600,000 of trading profits realized by 
him while in the United States. 


“It is recommended that a tax equal to 
the tax now applied with respect to other 
income of such nonresident aliens (30 per- 
centum) be also applied with respect to the 
net capital gains realized by such individ- 
uals who are physically present in the United 
States from United States sources.” 

However, a nonresident alien is engaged 
in United States business and is, therefore, 
taxable on securities gains if his perform- 
ance of personal service in the United States 
or his sales of real or personal property are 
more than occasional and are outside the 
above-discussed specific exceptions of Code 
Section 211(b). He need not have an office or 
place of business here. Mim. 5883, above; 
I. T. 3478, 1941-1 CB 266; Code Sections 
119(a) (3), 211(b). 

A trust beneficiary is not engaged in United 
States business merely because the trustee 
does business here (Regulations Section 
29.211-7(c)); nor is the grantor of a rev- 
ocable or irrevocable trust (Regulations Sec- 
tion 29.211-1(c)). 


For other decisions on doing or engaging 
in business, see Flint v. Stone Tracy Com- 
pany, 220 U. S. 107; Zonne v. Minneapolis 
Syndicate, 220 U. S. 187; McCoach v. Mine- 
hill & Schuylkill Haven Railroad Company, 
228 U. S. 295; U. S. v. Emery, Bird, Thayer 
Realty Company, 237 U. S. 28; Von Baum- 
bach v. Sargent Land Company, 242 U. S. 503; 
Edwards v. Chile Copper Company, 270 U. S. 
452; Deputy v. du Pont, 308 U. S. 488; Hig- 
gins v. Commissioner, 41-1 ustc § 9233, 312 
U. S. 212; U. S. v. Pyne, 41-1 uste J 9428, 313 
U. S. 127; City Bank Farmers Trust Com- 
pany v. Helvering, 41-1 ustc J 9426, 313 U. S. 
121; Lewellyn v. Pittsburgh, Bessemer & 
Lake Erie Railroad Company, 222 F. 177 
(CCA-3, 1915); Stafford, Owners, Inc. v. 
U. S., 1930 CCH ¥ 9264, 39 F. (2d) 743 (Ct. 
Cls., 1930) Cochrane & Cantrell, Ltd., 19 
BTA 16. 


Aliens Departing from United States 


An alien may not deport from the United 
States unless he first procures from the 
Collector of Internal Revenue or agent in 
charge a certificate that he has complied 
with his income tax obligations. Code Sec- 
tions 146(e), (f); Regulations Section 
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29.146-1(c); Mim. 4633, 1937-2 CB 149; 
Mim. 2195, 1 CB 253. 

The Commissioner can declare the tax- 
able year immediately terminated. Code 
Section 146(a)(1). In such case, any per- 
sonal exemption and credit for dependents 
must be prorated. Code Section 47(e). Credit 
should be given for any tax withheld. Mim. 
2195, above. 

Such termination of the taxable year may 
occur each time the alien departs, but an 
annual return should subsequently be filed, 
and any resulting overassessment will be 
refunded. G. C. M. 17195, XV-2 CB 107. 

If the departing alien desires to overcome 
the presumption that he is a nonresident 
(e. g., for the purpose of availing himself 
of more advantageous tax provisions appli- 
cable in his case if he were a resident), he 
may do so by presenting “(a) proof that the 
alien, at least six months prior to the date 
he so presents himself, has filed a declara- 
tion of his intention to become a citizen of 
the United States under the naturalization 
laws, (b) proof that the alien, at least six 
months prior to the date he so presents 
himself, has filed Form 1078 or its equiva- 
lent, or (c) proof of acts and statements of 
the alien showing a definite intention to ac- 
quire residence in the United States or show- 
ing that his stay in the United States has 
been of such an extended nature as to con- 
stitute him a resident... .” (Italics sup- 
plied.) Regulations Section 29.211-4. 


Resident Aliens 


“Resident aliens are in general taxable the 
same as citizens of the United States, that 
is, a resident alien is taxable on income de- 
rived from all sources including sources with- 
out the United States.” Regulations Section 
29.211-1. (See particular income tax treaties 
for limitations applying to resident aliens 
with respect to specified types of income 
from sources without the United States.) 
They are, in general, subject to the same tax 
rates and administrative provisions as citi- 
zens. But compare Code Section 116(h) 
dealing with resident aliens employed by a 
foreign government or an international or- 
ganization. See, also, Regulations Section 
29.116-2. 


(1) Returns—The requirements are the 
same as for United States citizens. No joint 
return may be filed if either spouse was a 
nonresident alien at any time during the 
taxable year. Code Section 51(b)(2). The 
splitting-of-income privilege would, in such 
case, be unavailable. 
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(2) Taxable income—The requirements 
are the same as for United States citizens. 
But compare Code Section 116(a). This in- 
cludes income from sources without the 
United States. 


(3) Rates.——The requirements are the same 
as for United States citizens. 


(4) Exemptions—The requirements are 
the same as for United States citizens. 


(5) Credits for dependents—The require- 
ments are the same as for United States 
citizens. 


(6) Deductions —The requirements are the 
same as for United States citizens. Schnur, 
CCH Dec. 16,239, 10 TC 208 (acq.). But 
compare Welti, CCH Dec. 13,117, 1 TC 905. 


(7) Foreign tax credit—There is a credit 
for income, war-profits and excess-profits 
taxes paid to a foreign country but only if 
the foreign country of which the taxpayer is 
a citizen allows a similar credit to United 
States citizens residing there. Code Section 
131(a)(3); Freudmann, CCH Dec. 16,379, 
10 T. C. 775 (acq.); Bowring, CCH Dec. 
7882, 27 BTA 449; Wilson, CCH Dec. 15,531, 
7 TC 1469; I. T. 3749, 1945 CB 202. See 


particular income tax treaties. 


(8) Change of status from nonresident to 
resident during taxable year—If a nonresi- 
dent alien becomes a citizen or resident 
alien during a taxable year, separate com- 
putations are required for each period. How- 
ever, a single return may be filed for the 
taxable year. I. T. 3237, 1938-2 CB 188; 
compare G. C. M. 10579, XI-2 CB 99. He 
may not, in such case, compute his tax un- 
der the optional tax table. Code Section 404. 
His dependency exemptions are determined 
as of the last day of the taxable year, but 
the amount may not exceed his net income 
for the period of his citizenship or resi- 
dence. I. T. 3926, 1948-2 CB 48. His income 
from sources without the United States 
prior to his change of status to citizen or 
resident is not taxable. Regulations Section 
29.211-1; Lee, CCH Dec. 2391, 6 BTA 1005 
(acq.). But if such income was realized only 
after his change of status, he is taxable there- 
on, although the services from which such 
income was derived were performed prior 
thereto. Steur, CCH Dec. 15,447, 7 TC 1075. 


(9) Change of status from resident to non- 
resident during taxable year—Income from 
sources without the United States before 


the date of change is taxable. Regulations 
Section 29.211-1; G. C. M. 10579, above. 
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Nonresident Aliens Engaged 
in Business Within United States 


Unlike citizens and resident aliens, non- 
resident aliens are taxable on/y on income 
from “sources within the United States.” 
Code Section 212(a); Regulations Section 
29.212-1. 


(1) Returns—The return form is Form 
1040B. Regulations Section 29.217-2(b). 
Apparently the return must be filed irre- 
spective of the amount of gross income from 
United States sources. Compare Regulations 
Section 29.217-2(b). 


No joint return may be filed and the 
splitting-of-income privilege is thus unavail- 
able. Code Section 51(b) (2). 

The return for the calendar year must be 
filed on June 15 or, in the case of a fiscal 
year, on the fifteenth day of the sixth month 
following the close of such year. Code Sec- 
tion 217(a). Payment of tax must be made 
at the same time or in quarterly instalments 
beginning at such time. Code Section 218; 
Regulations Section 29.218-1. 


“The responsible representative or agent 
within the United States of a nonresident 
alien individual who at any time within the 
taxable year was engaged in trade or busi- 
ness within the United States shall make in 
behalf of his nonresident alien principal, a 
return of, and shall pay the tax on, all 
income from sources within the United 
States coming within his control as repre- 
sentative or agent. The agency appointment 
will determine how completely the agent is 
substituted for the principal for tax pur- 
poses. See section 29.51-2. Any person who 
collects interest or dividends on deposited 
securities of such a nonresident alien, exe- 
cutes ownership certificates in connection 
therewith and sells such securities under 
special instructions shall not be deemed 
merely by reason of such acts to be the 
responsible representative or agent of the 
nonresident alien.” Regulations Section 
29.217-2(b); I. T. 2987, XV-2 CB 169. For 
a similar requirement applicable to a fidu- 
ciary who distributes income of an estate or 
trust to a nonresident alien engaged in 
United States business, see Regulations Sec- 
tion 29.142-5(a). 

It should be remembered that “An alien, 
by reason of his alienage, is presumed to be 
a nonresident alien” and that “Such pre- 
sumption may be overcome ... by (a) 
proof that the alien has filed a declaration 
of his intention to become a citizen of the 
United States under the naturalization laws, 
(b) proof that the alien has filed Form 1078 
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or its equivalent, or (c) proof of acts and 
statements of the alien showing a definite 
intention to acquire residence in the United 
States or showing that his stay in the United 
States has been of such an extended nature 
as to constitute him a resident.” (Italics 
supplied.) Where the alien seeks to over- 
come the presumption of nonresidence by 
proof under (c) above, it may be advisable 
to “require an affidavit or affidavits setting 
forth the facts relied upon, executed by some 
credible person or persons, other than the 
alien and members of his family, who have 
known the alien at least six months prior to 
the date of execution of the affidavit or 
affidavits.” Regulations Section 29.211-4. 


t would seem that any responsible repre- 
sentative or agent within the United States 
(of an alien) who would be under the duty 
to make a return on behalf of a nonresident 
alien, any person who would be under a 
duty to execute ownership certificates in 
connection with deposited securities of a 
nonresident alien or any person who would 
be under a duty to withhold tax of a non- 
resident alien should assume that an alien 
is a nonresident unless furnished with proof 
of the kind above specified. 


If the alien Has no legal residence or 
place of business, his return is to be made to 
the collector at Baltimore, Maryland. Code 
Section 53(b) (1). 


A return must be filed to obtain the bene- 
fit of exemptions, deductions and credits. 
Code Section 215; Regulations Section 
29.215-1(b); Regulations Section 29.217-1; 
Blenheim Company, Ltd. v. Commissioner, 42-1 
ustc J 9310, 125 F. (2d) 906 (CCA-4, 1942). 


A nonresident alien who is a resident of 
Canada or Mexico and who enters and 
leaves the United States at frequent inter- 
vals is generally subject to the wage with- 
holding requirements and to all the “pay as 
you go” features of the Current Tax Pay- 
ment Act of 1943. Code Sections 56(b), 
58(a), 1621(a). 


A nonresident alien whose wages are sub- 
ject to withholding at the source is re- 
quired to file a declaration of estimated tax 
and a final return and to pay his tax at the 
same time as citizens. Regulations Sections 
29.217-1, 29.218-1. No return is required of 
such nonresident alien if the sole income 
from United States sources consists of com- 
pensation for personal services and does not 
exceed $600. Regulations Section 29.217-2(b). 


(2) Taxable income.—Only income from 
“sources within the United States is taxable.” 
Code Section 212(a); Regulations Sections 
29.212-1, 29.119-1. See also: Code Section 
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211(b); 





Regulations Section 29.211-7(c). 
Reference should be made to particular in- 
come tax treaties. Code Section 22(b)(7). 
See also the special exemption applicable to 
operators of ships. Code Section 212(b); 
Regulations Sections 29.114-13, 29.212-2. 
“Income from sources within the United 
States” comprises the following classes 


(Code Section 119(a)): 


(A) Interest on “bonds, notes, or other 
interest-bearing obligations” paid by United 
States citizens and interest paid by resident 
aliens or by a domestic or resident foreign 
corporation if at least twenty per cent of the 
payor’s gross income has been derived from 
sources within the United States for the three- 
year period ending with the close of the payor’s 
taxable year preceding the payment. Code 
Section 119(a)(1); Regulations Section 
29.119-2. (Reference should be made, how- 
ever, to particular income tax treaties.) In- 
terest on open accounts, on a condemnation 
award, on an insurance policy, on a judg- 
ment and on a United States tax refund is 
included in this classification. Ettingon, 
CCH Dec. 8038, 27 BTA 1341; Waldorf 
Astor, CCH Dec. 8849, 31 BTA 1009; G. C. M. 
21968, 1940-1 CB 67; G. C. M. 21187, 1939-1 
CB 141; Regulations Section 29.119-2; Hel- 
vering v. Stockholms Enskilda Bank, 35-1 ustc 
7 9007, 293 U. S. 84; British-American To- 
bacco Company, Ltd. v. Helvering, 35-1 ustc 
7 9008, 293 U. S. 95; Raphael, 43-1 ustc 
q 9272, 133 F. (2d) 442 (CCA-9, 1943), cert. 
den. 320 U. S.. 735; I. T. 3206, 1936-2 CB 
183; G. C. M. 13366, XIII-2 CB 164. But 
compare Lloyd, 34 BTA 830, aff’d 154 F. 
(2d) 643, cert. den. 329 U. S. 717. Interest 
paid by a domestic corporation on a security 
deposit, even though the deposit was made 
in a foreign bank and the interest was paid 
by a branch office in the foreign country, is 
also included. Monk & Company, CCH Dec. 
16,213, 10 TC 77; I. T. 3940, 1949-1 CB 113. 

Interest on bonds of a foreign govern- 
ment, although the bonds are held here and 
interest is received here, is excluded from 
this group. O. D. 35, 1 CB 101; compare 
O. 786, 1 CB 99; Ocean Accident & Guarantee 
Corporation, Ltd., CCH Dec. 4476, 13 BTA 
1057, rev’d, on other grounds, 1931 CCH 
7 9136, 47 F. (2d) 582 (CCA-2, 1931). In- 
terest on bonds of the international bank is 
also excluded. Special Ruling, November 
25, 1947, 474 CCH Stranparp FEDERAL TAX 
Reports ¥ 6279. 

(B) Dividends paid by a United States 
corporation are includible if the corporation 
derived at least twenty per cent of its gross 
income from sources within the United 
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States for the three-year period ending with 
the close of the payor’s taxable year preced- 
ing the dividend declaration. Code Section 
119 (a) (2) (A); Regulations Section 
29.119-3 (a). Dividends paid by a foreign 
corporation are partially includible if the 
corporation derived at least fifty per cent of 
its gross income from sources within the 
United States for the three-year period end- 
ing with the close of the payor’s taxable 
year preceding the dividend declaration. In 
such a case, the portion of the dividend at- 
tributable to foreign income of the declaring 
corporation, based upon the ratio of its 
United States gross income to total gross 
income for the three-year period, is to be 
excluded. Code Section 119 (a) (2) (B); 
Regulations Section 29.119-3(b); Georday 
Enterprises Ltd. v. Commissioner, 42-1 ustc 
7 9343, 126 F. (2d) 384 (CCA-4, 1942); Cod- 
rington, CCH Dec. 2227, 6 BTA 415 (acq.); 
Ardbern, CCH Dec. 11,072, 41 BTA 910, rev'd, 
on other grounds, 41-2 ustc J 9533, 120 F. 
(2d) 424 (CCA-4, 1941); I. T. 1620, II-1 CB 
126. The fact that such dividends are paid 
in the foreign country by the foreign cor- 
poration does not eliminate the tax. Forres, 
CCH: Dec. 7376, 25 BTA 154; Ross, CCH Dec. 
11,740, 44 BTA 1. Reference, however, 
should be made to particular income tax 
treaties. 

(C) Compensation paid to a nonresident 
alien for services rendered in the United 
States while he is temporarily within the 
United States is included. I. T. 3943, 1949-1 
CB 83. Compensation for services per- 
formed by a nonresident alien temporarily 
present in the United States for not in 
excess of a total of ninety days during the 
taxable year if the aggregate compensation 
does not exceed $3,000 and the services are 
performed for a nonresident alien, foreign 
partnership or foreign corporation not en- 
gaged in trade or business within the 
United States is specifically excluded by 
statute. Code Section 119(a)(3); Regula- 
tions Section 29.119-4. Compensation for 
services performed outside the United States, 
even though the employer is in the United 
States or is a United States resident, is also 
excluded. Reorich, CCH Dec. 10,425, 38 
BTA 567, aff'd 40-2 ustc J 9657, 115 F. (2d) 
39 (CA of D. C., 1940), cert. den. 312 U. S. 
700; Kollmar, above; I. T. 3804, 1946-1 CB 
151; Yount, CCH Dec. 10,544, 38 BTA 1460; 
Piedras Negras Broadcasting Company, CCH 
Dec. 11,616, 43 BTA 297, aff'd 42-1 ustc 
7 9384, 127 F. (2d) 260 (CCA-5, 1942); 
British Timken, CCH Dec. 16,992, 12 TC 880 
(acq.). Note, however, that the “personal” 
services, if rendered in the United States by 
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an agent of the nonresident, will involve 
taxable compensation. Helvering v. Boek- 
man, 39-2 ustc § 9740, 107 F. (2d) 388 
(CCA-2, 1939). It should also be noted that 
income under an agreement not to compete 
in the United States is income from United 
States sources. Korfund Company, CCH Dec. 
13,210, 1 TC 1180. Where personal services 
are rendered partly within and partly with- 
out the United States, the compensation, 
unless otherwise expressly apportioned, 
must be apportioned on a time basis. Regu- 
lations Section 29.119-4; Boekman, above; 
Mooney, CCH Dec. 16,080, 9 TC 713; I. T. 
3804, 1946-1 CB 151. Reference should be 


made to particular income tax treaties. 


(D) “Rentals or royalties from property 
located in the United States or from any 
interest in such property, including rentals 
or royalties for the use of or for the privi- 
lege of using in the United States, patents, 
copyrights, secret processes and formulas, 
good will, trademarks, trade brands, fran- 
chises, and other like property” are included. 
Code Section 119 (a) (4); Regulations Sec- 
tion 29.119-5. “Royalties” has been broadly 
construed and taxed. Wodehouse v. Com- 
missioner, 49-1 ustc $9310, 337 U. S.: 369; 
Sabatini v. Commissioner, 38-2 ustc ¥ 9470, 
98 F. (2d) 753 (CCA-2, 1938); Rohmer, 
CCH Dec. 14,591, 5 TC 183, aff’d 46-1 ustc 
§ 9130, 153 F. (2d) 61 (CCA-2, 1946), cert. 
den. 328 U. S. 862; Molnar, CCH Dec. 
14,809(M), 4 TCM 951, aff’d 46-1 ustc 
{ 9303, 156 F. (2d) 924 (CCA-2, 1946); San- 
chez, CCH Dec. 15,169, 6 TC 1141, aff'd 
47-1 ustc § 9297, 162 F. (2d) 58 (CCA-2, 
1947), cert. den. 332 U. S. 815; Ingram v. 
Bowers, 3 ustc J 915, 57 F. (2d) 65 (CCA-2, 
1932); I. T. 3296, 1939-2 CB 133. See Regu- 
lations Sections 29.143-2, 29.211-7 (a). Com- 
pare Code Section 502; also compare Hopag, 
14 TC —, No. 6. 

(E) “Gains, profits, and income from the 
sale of real property located in the United 
States.’ Code Section 119 (a); Regulations 
Section 29.119-6; Texas-Canadian Oil Corpo- 
ration, CCH Dec. 11,880, 44 BTA 913. 


The statute specifies that the converse of 
the first five of the foregoing classes of 
income is “income from sources without the 
United States.” Code Section 119 (c). 


(F) For “gains, profits, and income from 
the sale of personal property,’ reference is 
made by Code Section 119 (a) to Code Sec- 
tion 119 (e). 

(a) Under Code Section 119 (e), “gains, 
profits and income derived from the pur- 
chase of personal property within and its 
sale without the United States or from the 


purchase of personal property without and 
its sale within the United States, shall be 
treated as derived entirely from sources 
within the country in which sold... .” An 
exception is then made in the case of prop- 
erty purchased within a United States pos- 
session. 

Thus, gains and income from the sale of 
personal property in the United States, in- 
cluding sales on stock or commodities ex- 
changes, are fully taxable if the personal 
property was previously purchased by the 
taxpayer. (See below, however, with refer- 
ence to personal property produced and sold 
by a taxpayer.) The place of sale is deter- 
minative; the place of purchase is immaterial. 
Code Section 119 (e); Regulations Section 
29.119-8 (exception as to property purchased 
in United States possessions). The place 
of sale is where title passes to the buyer. 
East Coast Oil Company, CCH Dec. 8775, 
31 BTA 558, aff’d 36-2 ustc § 9445, 85 F. 
(2d) 322 (CCA-5, 1936), cert. den. 299 U. S. 
608; G. C. M. 25131, 1947-2 CB 85 (except 
in case of tax-avoidance plans); Stafford & 
Company, Inc. v. Pedrick, 48-2 ustc ¥ 5928, 
171 F. (2d) 42 (CA-2, 1948); Cadwallader, 
CCH Dec. 17,136, 13 TC —, No. 30; Alex- 
ander, “Where Is a Sale Made,’ Taxes— 
The Tax Magazine, February, 1949, page 133. 
Commercial law, with respect to passage 
of title, governs. Amtorg Trading Corpora- 
tion v. Higgins, 45-2 ustc § 9339, 150 F. 
(2d) 536 (CCA-2, 1945). In a cif. con- 
tract, title usually passes upon delivery to 
the carrier, even though the bill of lading 
is made out to the seller or his order as 
security for payment. Ronrico Corporation, 
CCH Dec. 12,022, 44 BTA 1130; G. C. M. 
25131, above. However, subsidies received 
from the United States with respect to ex- 
port sales are United States income. Staf- 
ford & Company, Inc. v. Pedrick, above. 

(b) Under Code Section 119 (e), “gains, 
profits and income ... (2) from the sale 
of personal property produced (in whole or 
in part) by the taxpayer within and sold 
without the United States, or produced (in 
whole or in part) by the taxpayer without 
and sold within the United States shall be 
treated as derived partly from sources with- 
in and partly from sources without the 
United States.” (Italics supplied.) 

For the method of allocation, see Regu- 
lations Sections 29.119-12, 29.119-13, 29.119-14, 
29.119-15. 

In addition to the six classes of income 
specified in Code Section 119 (a), classes or 
items of income not specified in such sub- 
sections may be income from United States 


624 July, 1950 © TAX ES—The Tax Magazine 








ai i el i ai a 





ces 


gu- 
-14 


yme 
; or 
ub- 
ates 





sources and taxable, in whole or in part. 
Code Section 119 (e). Such unclassified in- 
come wholly taxable includes: 


(i) The nonresident alien’s distributive share 
of partnership income from a partnership en- 
gaged in business in the United States is in- 
cludible to the extent that the partnership 
income was derived from sources within 
the United States Craik v. U. S., above; 
Livingston, CCH Dec. 14,805(M), 4 TCM 
943. The so-called salary to such partner 
is taxable. G. C. M. 13771, XIII-2 CB 229. 
However, if the nonresident alien is em- 
ployed by a foreign branch of the partner- 
ship and is paid from the profits of the 
foreign branch, such income is not taxable. 


G. C. M. 17255, XV-2 CB 243. 


(ii) Distributed or currently distributable 
income from a resident trust, if derived by 
the trust from United States sources, is 
clearly taxable to the nonresident alien bene- 
ficiary. Regulations Section 29.143-2; I. T. 
3020, XV-2 CB 106. Compare Tait, CCH 
Dec. 16,650, 11 TC 731 (acq.). A ques- 
tion arises, however, as to whether if the 
income of the trust was of such character 
as to be exempt in the nonresident alien’s 
hands, had he received it directly, the in- 
come retains such character though derived 
through the trust. Ordinarily, “A distribut- 
able trust is treated by the statute as a mere 
conduit through which the income passes 
to the beneficiary who is made taxable 
thereon and, in instances of the character 
with which we are here concerned [domes- 
tic dividends], the amounts received by the 
beneficiary retain their identity... .” See 
Bence v. U. S., 37-1 ustc J 9210, 18 F. Supp. 
848, 852 (Ct. Cls. 1937). Compare Waldorf 
Astor, above; I. T. 2607, III-2 CB 78; 
A. R. M. 37, 2 CB 172. The trust, however, 
is not totally disregarded for all purposes. 
Wittschen, CCH Dec. 14,529, 5 TC 10 (hold- 
ing that a nonresident alien not engaged 
in United States business is taxable only on 
the distributable income despite the fact 
that the trust took deductions not avail- 
able to such nonresident alien). 


It has been ruled that as to currently 
distributable trust income from sources with- 
out the United States even a nonresident 
alien beneficiary engaged in United States 
business would not be taxable. I. T. 1642, 
II-1 CB 81. It has also been stated by a 
Bureau ruling that distributable capital gains 
retain their identity in the hands of a non- 
resident alien. I. T. 3495, 1941-2 CB 195. 


The same question has arisen in several 
instances in the case of nonresident aliens, 
not engaged in United States business, for 
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whom there are specific exemptions as to 
income which would otherwise be deemed 
to be derived from United States sources. 
The Bureau itself has indicated that dis- 
tributable capital gains of a resident trust 
are not taxable to such alien. I. T. 3495, 
1941-2 CB 195. However, it has been held that 
trust income derived from the trustee’s bank 
deposits in the United States is not exempt 
in the nonresident alien beneficiary’s hands, 
despite Code Section 119 (a) (1) (A), be- 
cause the exemption thereunder relates to 
bank deposits by the alien. Vondermuhll v. 
Helvering, 35-1 ustc 9070, 75 F. (2d) 656 
(CA of D. C., 1935); G. C. M. 9156, X-1 
CB 166. All indications are that the latter 
rulings, if valid at all as restricted to their 
facts, are not of general application. Per- 
haps, however, these rulings could be ex- 
tended to cover the case of interest on 
United States obligations issued prior to 
March 1, 1941, such interest being exempt 
only while the obligations are “beneficially 
owned” by a nonresident alien not engaged 
in business in the United States. See I. T. 
3262, 1939-1 CB 96. 


(iii) Distributed and currently distributable 
income from a foreign trust, if derived by 
the trust from United States sources, is 
taxable to the nonresident alien beneficiary. 
Bence v. U. S., above (distinguishing Von- 
dermuhil v. Helvering, above); Muir, CCH 
Dec. 16,254, 10 TC 307. These cases involved 
dividends on stock of a domestic corpo- 
ration. 


(iv) Income resulting from a refund of tax 
paid in the United States is taxable. Commis- 
sioner v. Suffolk Company, Ltd., 39-2 ustc 
7 9555, 104 F. (2d) 505 (CCA-4, 1939). 

(v) Income resulting from futures contracts 
entered into and liquidated in the United 
States is taxable. Zander & Cia, CCH Dec. 
11,208, 42 BTA 50. The transaction there 
involved is now specifically exempted. Com- 
pare I, T. 3137, 1937-2 CB 164. 


(vi) Income from discharge of a debt in 
the United States is taxable. Corporacion de 
Ventas, CCH Dec. 11,805, 44 BTA 393, 
rev'd, on other grounds, 42-2 ustc J 9599, 
130 F. (2d) 141 (CCA-5, 1942). 


(vii) Gain upon liquidation of a United 
States corporation which was engaged in 
United States business is taxable irrespec- 
tive of the place of liquidation. Hay, CCH 
Dec. 13,377, 2 TC 460, aff’d 44-2 ustc {J 9522, 
145 F. (2d) 1001 (CCA-4, 1945), cert. den. 
324 U. S. 863. 

(viii) Income resulting from insurance re- 
ceived for loss of goods in transit is taxable 
if the goods had a United States situs at the 
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time of loss. Situs remains at point of ship- 
ment until a permanent situs is acquired 


elsewhere. I. T. 3902, 1948-1 CB 64. 


(ix) Taxes withheld must be included as 
taxable income. Code Section 143 (d). 


(x) Increment on United States Treasury 
bills issued at a discount is taxable. I. T. 
3889, 1948-1 CB 78. 


(xi) Annuity payments are taxable. I. T. 
2183, IV-2 CB 66; I. T. 2996, XV-2 CB 169. 
But compare I. T. 3280, 1939-1 CB 197. 


(xii) Damages for breach of contract to 
be performed in the United States are tax- 
able. 33 O. A. G. 221, I-2 CB 192. 


(xiii) Amounts received for an agreement 
not to compete in the United States are tax- 
able. Korfund Company, above. 


(xiv) Gain from the purchase of the tax- 
payer's own obligations at a discount in the 
United States is taxable. I. T. 3119, 1937-2 
CE Za/. 


Items exempt by statute, treaty or the 
United States Constitution, although from 
sources within the United States, are not 
taxable. Code Sections 22(b), 112, 116, 
212(b), 116(b). Compare Chapman, CCH 
Dec. 16,049, 9 TC 619. Thus, for example, in- 
terest upon obligations of a state or city in 
the United States is exempt. Code Section 
22(b) (4) ; Waldorf Astor, above. 


(3) Rates—The requirements are the same 
as for United States citizens. Code Section 
211(b); Regulations Section 211-7(c). How- 
ever, a nonresident alien is not entitled to 
use the optional tax table. Code Section 
404. Reference should be made to particular 
income tax treaties. 


(4) Exemptions—Regardless of marital 
and dependency status, the only exemption 
allowed (except in case of Canadians and 
Mexicans) is one exemption of $600 for 
the normal tax and the surtax. Code Sec- 
tion 214; Regulations Section 29.214-1(b) (2). 

(5) Credits for dependents—There is no 
credit for dependents. See (4) above. 

(6) Deductions—Deductions are allowed 
only if and to the extent that they are con- 
nected with income from sources within 
the United States. Code Section 213(a); 
Regulations Sections 29.119-9, 29.213-1(b); 
Stockholms Enskilda Bank, CCH Dec. 10,754, 
40 BTA 107; Corporacion de Ventas, above. 
Expenses, losses or other deductions must 
first be allocated to specific items of United 
States or foreign income to the extent that 
such allocation is possible. Ratable appor- 
tionment is only to be used where no definite 
allocation can be made. Code Section 
119(b), (e); Regulations Section 29.119-10; 


De Nederlandsche Bank, CCH Dec. 9520, 35 
BTA 53; Royal Insurance Company, CCH 
Dec. 10,474, 38 BTA 955. Deductions may 
not be allocated entirely to United States 
income merely because they cannot be 
identified as attributable to foreign income. 
Commissioner v. International Standard Elec- 
tric Corporation, 44-2 ustc § 9442, 144 F. (2d) 
487 (CCA-2, 1944), rev’g CCH Dec. 13,209, 
1 TC 1153, cert. den. 323 U. S. 803; South 
Porto Rico Sugar Company, CCH Dec. 
13,496, 2 TC 738. 


United States taxes for doing business 
in the United States are allocable entirely to 
United States income. Commissioner v. Inter- 
national Standard Electric Corporation, above. 


Interest upon a debt incurred to finance 
an investment in foreign subsidiaries is al- 
located to foreign income, even though the 
debt is collectible frorn United States 
assets. Commercial Union Assurance Com- 
pany, Ltd. v. Commissioner, 44-2 ustc J 9449, 
144 F. (2d) 994 (CCA-2, 1944). A worthless 
stock loss is allocated to foreign income if 
the stock was that of a foreign operating 
company required for purposes of securing 
a supply of material for domestic operation. 
Commissioner v. Ferro-Enamel Corporation, 
43-1 ustc J 9369, 134 F. (2d) 564 (CCA-6, 
1943). Losses on hedging transactions in the 
United States, to the extent that they com- 
pensate for foreign operating losses, are 
allocable to foreign income, because gains 
on such hedging transactions would not be 
United States taxable income. G. C. M. 
18,383, 1937-2 CB 244. If a foreign tax is 
specifically allocable to tax-exempt United 
States income, such tax may not be al- 
located to United States income. Waldorf 
Astor, above. 


If deductions cannot be specifically al- 
located to United States or foreign income, 
they must be “ratably apportioned” (Code 
Section 119(b), (e)) on the basis of United 
States gross income to total gross income. 
Regulations Section 29.119-10; Commissioner 
v. International Standard Electric Corporation, 
above; Commercial Union Assurance Com- 
pany, Ltd., above; London & Lancashire In- 
surance Company, CCH Dec. 9293, 34 BTA 
295; Royal Insurance Company, above; Union 
Assurance Society, Ltd. v. U. S., 44-1 ustc 
{ 9154, 48 F. Supp. 665 (Ct. Cls., 1944); Pala- 
tine Insurance Company, CCH Dec. 14,187, 4 
TC 239 (acq.); I. T. 3833, 1947-1 CB 70; 
compare G. C. M. 3983, VII-1 CB 171. 
(This group of cases concerns the apportion- 
ment of a foreign tax if part of that tax is 
upon United States income exempt from 
United States taxation.) Deductions incurred 
in a foreign country may be apportioned if 
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they relate to both United States and foreign 
income. Third Scottish American Trust Com- 
pany, Ltd. v. U. S., 41-1 ustc 7 9284, 37 F. 
Supp. 279 (Ct. Cls., 1941). A foreign tax 
upon income of a foreign corporation’s 
United States subsidiaries was allocated to 
United States income to the extent that 
such income was distributed as a taxable 
dividend within the taxable year. Commercial 
Union Assurance Company, Ltd. v. Commis- 
sioner, above. 


As in the case of United States citizens, 
no deduction for meals and lodging is al- 
lowed to a nonresident alien whose _ busi- 
ness is in the United States, merely because 
he maintains his home in a foreign country. 
Carranza, CCH Dec. 16,556, 11 TC 224. But 
if a taxpayer performs personal services 
for a short period in the United States and 
has his home and principal occupation in a 
foreign country, he may deduct his travel- 
ing expenses to and from the United States 
as well as his traveling expenses, meals and 
lodging within the United States. G. C. M. 
26013, 1949-2 CB 76. _ 

Losses not connected with taxpayer’s 
business are allowable (whether or not con- 
nected with income from sources within 
the United States) if incurred in transac- 
tions entered into for profit and if such 
profit would have been taxable here had the 
transaction resulted in a profit. Code Sec- 
tion 213 (b) (1). 

Casualty and theft losses allowable under 
Code Section 23 (e)(3) are deductible if 
the loss is of property within the United 
States. Code Section 213(b)(2). 

A charitable-contribution deduction is al- 
lowed whether or not it is connected with 
income from sources within the United States 
but only as to contributions made to domestic 
corporations, to community chests, funds 
or foundations created in the United States 
or to the vocational rehabilitation fund. 
Code Section 213(c). 


The optional standard deduction is not 
available. Code Section 213(d). 


Credit is allowed for partially exempt in- 
terest. Compare Code Section 211(b); 
Regulations Section 29.211-7(c). 

(7) Foreign tax credit—There is no foreign 
tax credit. Code Section 216. Reference 
should be made, however, to particular in- 
come tax treaties. 


Nonresident Aliens Not Engaged 
in Business Within United States 


Only specified kinds of the classes of 
gross income from “sources within the United 
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States” are taxable. Such classes are of the 
generic type described as “fixed or deter- 
minable annual or periodical.” Code Sec- 
tion 211(a)(1)(A); Regulations Sections 
29.143-2, 29.211-7(a), 29.211-7(b). Thus the 
main difference between the taxation of 
nonresident aliens engaged in business in 
the United States and those not so engaged 
is that those not so engaged are taxable only 
on so-called “annual or periodical” income. 
Neither category of nonresident aliens is 
taxable on income from sources without the 
United States. Reference should be made 
to particular income tax treaties. 


(1) Returns—The return form is Form 
1040NB or Form 1040NB-a if such gross 
income is more than $15,400. No return is 
required where the tax liability is fully sat- 
isfied at the source. Code Section 217(b); 
Regulations Section 29.217-2(a). Withheld 
tax must be included as part of taxable in- 
come. Code Section 143(d). Other require- 
ments for returns and payment of tax as to 
nonresident aliens engaged in business within 
the United States are applicable to those 
not so engaged, but it should be noted that 
there is no $600 personal exemption where 
the thirty per cent flat rate of tax is appli- 
cable. Regulations Section 29.217-1; Code 
Section 218; Regulations Section 29.218-1. A 
return must be filed to obtain the benefit of 
exemptions, deductions and credits. Code 
Section 215; Regulations Section 29.215-1 
(a)(2); compare Blenheim Company, Ltd. v. 
Commissioner, above. 

“As to the duty of the representative or 
agent of such alien [nonresident alien not 
engaged in United States business deriving 
more than $15,400 of such gross income] to 
file the return and pay the tax, see subsec- 
tion (b) of this section, which is hereby 
made equally applicable in the case of a 
nonresident alien coming within the provi- 
sions of this paragraph.” Regulations Sec- 
tion 29.217-2(a)(2). For a similar require- 
ment applicable to a fiduciary who distributes 
such gross income of an estate or trust to 
such’ nonresident alien, regardless of the 
amount of such gross income, see Regula- 
tions Section 29.142-5(b). 


Since an alien is presumed to be a non- 
resident, any responsible representative, agent 
or person who would be under a duty to 
execute ownership certificates for or to with- 
hold tax of a nonresident alien should ob- 
tain the proper proof of residence if he is 
to regard an alien as a resident. See the 
discussion under the heading “Nonresident 
Aliens Engaged in Business Within United 
States,” paragraph (1). 
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(2) Taxable income.—Only specific kinds of 
gross income from “sources within the United 
States” are taxable. As to what is gross in- 
come from sources within the United States, 
see the discussion above under “Nonresident 
Aliens Engaged in Business Within United 
States,” paragraph (2). 


The specified kinds are “interest (except 
interest on deposits with persons carrying 
on the banking business), dividends, rents, 
salaries, wages, premiums, annuities, com- 
pensations, remunerations, emoluments, or 
other fixed or determinable annual or peri- 
odical gains, profits, and income.” Code 
Section 211(a)(1)(A); Regulations Sections 
29.143-2, 29.211-7(a), 29.211-7(b), 29.212-1(a). 


“Annual or periodical” is broadly inter- 
preted, possibly to cover any income other 
than gain from the sale of real or personal 
property (for this purpose patents or copy- 
rights sometimes are treated almost as if 
they were not personal property). Wode- 
house, above; Rohmer, above; Regulations 
Section 29.211-7(a). But compare Commis- 
sioner v. Celanese Corporation of America, 
44-1 ustc § 9147, 140 F. (2d) 339 (CA of 
D. C., 1944); Kimble Glass Company, CCH 
Dec. 15,963, 9 TC 183; General Aniline & 
Film Corporation v. Commissioner, 44-1 UsTC 
7 9134, 139 F. (2d) 759 (CCA-2, 1944); 
G. C. M. 21575, 1939-2 CB 172. The fore- 
going cases establish the rule that royalties in 
almost any form, including a lump sum, are 
taxable. See Regulations Section 29.211-7(a). 


Broadly, all kinds of income included in 
the first four classes of income from sources 
within the United States specified in Code 
Section 119(a) are considered to be annual 
or periodical. 


(a) Interest is “annual or periodical” even 
if it was not of recurrent character or paid 
in installments. Lang, 45 BTA 256 (inter- 
est on a judgment); I. T. 3889, 1948-1 CB 
78 (increment on Treasury bills issued at a 
- discount), But compare O. 1024, 2 CB 189; 
I. T. 1398, I-2 CB 149; O. D. 534, 2 CB 103; 
I. T. 2330, V-1 CB 76 (gain realized from 
bank acceptances purchased at a discount). 


Code Section 211(a)(1)(A) specifically 
excepts “interest on deposits with persons 
carrying on the banking business.” Com- 
pare Code Section 119(a)(1)(A). This 
exemption does not apply to interest on bal- 
ances held by an import-export firm. I. T. 
1311, I-1 CB 224. The estate tax cases and 
rulings teach that the deposit must definitely 
be with a bank but that it need not neces- 
sarily be in the form of a regular commer- 
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cial or savings account. See, e. g., Gade, 
10 TC 585; Forni, 47 BTA 76 (acq.) ; Rosen- 
blum v. Anglim, 43-1 ustc J 10,044, 135 F. 
(2d) 512 (CCA-9, 1943); Todd v. U. S., 
2 ustc { 667, 46 F. (2d) 589 (Ct. Cls., 1931). 
In income tax situations, it has been ruled that 
trust income derived by a resident trustee from 
the trust’s United States bank deposits, when 
distributed to the nonresident alien beneficiary, 
is not exempt in his hands, apparently because 
it is deemed that this exemption should be 
limited to cases where the deposits are made 
by or for the alien. Vondermuhil v. Helver- 
ing, above; G. C. M. 9156, above. See dis- 
cussion under “Nonresident Aliens Engaged 
in Business Within United States,” para- 
graph (2). 


Interest on United States obligations is- 
sued prior to March 1, 1941, is wholly ex- 
empt from income tax while beneficially 
owned by nonresident aliens not engaged in 
business in the United States. I. T. 3262, 
above; I. T. 2815, XIII-2 CB 78. 


(b) Dividends in addition to dividends of 
the usual species are taxable though less 
“periodical.” A distribution in redemption 
of stock is taxable to a nonresident alien 
beneficiary not engaged in United States 
business if it has the effect of a taxable divi- 
dend. De Nobili Cigar, CCH Dec. 13,004, 
1 TC 673, aff’d 44-2 ustc § 9371, 143 F. (2d) 
436 (CCA-2, 1944). But compare I. T, 3781, 
1946-1 CB 119. As to taxable stock rights, 
see G. C. M. 25063, 1947-1 CB 45. Capital 
gain dividends distributed by a regulated 
investment company under Code Section 
362(b) (7), however, are not taxable to non- 
resident aliens not engaged in United States 


business. I. T. 3805, 1946-1 CB 120. 


(c) Compensation is very broadly covered 
by the express language of Code Section 
211(a)(1)(A). Commissions are included. 
Regulations Section 29.143-2. Commissions on 
account of a single transaction may perhaps 
not be included. O. D. 907, 4 CB 232. See 
also G, C. M. 21575, 1939-2 CB 172 (prizes). 
Amounts paid to cover traveling expenses 
or to reimburse the taxpayer therefor may 
perhaps not be included. T. D. 2079, No- 
vember 24, 1914; T. D. 2135, January 23, 1915. 


(d) Rentals and royalties. Additions to 
rent, such as taxes, interest and insurance 
premiums, are taxable. Regulations Sec- 
tion 29.143-2. The royalty cases have been 
discussed above. See, e. g., Wodehouse, 
above. Income from the production and sale 
of oil is taxable. Bowlen, CCH Dec. 14,283, 
4 TC 486. 
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Other kinds of income probably com- 
prised under the above four classes are tax- 
able to nonresident aliens not engaged in 
United States business. Annuity payments 
are specifically referred to in Code Section 
211(a)(1)(A) and are so taxable. I. T. 2183, 
above; I. T. 2996, X V-2 CB 166. 


Increment on United States Treasury bills 
issued at a discount is taxable. I. T. 3889, 
1948-1 CB 78. 


Distributed or distributable trust income 
of a resident trust is taxable to the nonresi- 
dent alien beneficiary. Regulations Section 
29.143-2; I. T. 3020, above. 

Gains from the sale of real or personal 
property in the United States are not taxable 
to a nonresident alien not engaged in United 
States business (but caveat that he will be 
engaged in United States business if his 
sales in the United States are more than 
occasional and outside the exception in Code 
Section 211(b) relating to sales of securi- 
ties and commodities on commodities ex- 
changes). Regulations Sections 29.143-2, 
29.212-1(a); Nubar, above (though his trans- 
actions were extensive and he was present 
in the United States for a prolonged period). 
Distributed or distributable gains of a resi- 
dent trust are not taxable to such nonresi- 
dent alien beneficiary. I. T. 3495, 1941-2 
CB 195; compare Wéittschen, above. 


Items exempt by statute, treaty or the 
United States Constitution are, although 
from sources within the United States and 
annual or periodical, not taxable. Code Sec- 
tions 22(b), 112, 116, 116(h), 212(b). Com- 
pare Chapman, above. Thus, interest upon 
obligations of a state or city in the United 
States is exempt. Code Section 22(b)(4). 
Waldorf Astor, above. 

(3) Rates—There is a flat rate of tax of 
thirty per cent of such gross income. Code 
Section 211(a)(1)(A); Regulations Sections 
29.211-7, 29.213-1(a)(1). See, however, par- 
ticular income tax treaties. Code Section 
22(b) (7). 

Where the United States gross income 
of the kinds subject to tax exceeds $15,400 
per annum, the minimum tax of thirty per 
cent of such income is imposed. It is re- 
quired, however, that there be computed an 
alternative tax on such income at the. nor- 
mal and surtax rates applicable to citizens. 
For such purpose, there are deductions and 
a personal exemption. The tax payable is 
the higher result of the two computations. 
Code Sections 211(a)(2), 211(c), 214; Reg- 
ulations Sections 29.211-7(b), 29.213-1(a) 
(2). There are income tax treaties govern- 
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ing the subject of rates with various coun- 
tries. See Code Section 211 and the treaties. 


(4) Exemptions—No exemptions are al- 
lowed for the flat-rate computation. Roh- 
mer, above. For the alternative computation, 
the only exemption allowed is the one per- 
sonal exemption of $600, as in the case of 
nonresident aliens engaged in business in 
the United States. Code Section 211(c); 
Regulations Section 29.211-7(b); Code Sec- 
tion 214; Regulations Section 29.214-1(a) (2). 


(5) Credits for dependents—There are no 
credits for dependents. See above. 


(6) Deductions —No deductions are allowed 
for the flat-rate computation. Rohmer, above. 
For the alternative computation, deductions 
are allowed for charitable contributions to 
United States organizations and, for other 
items, to the extent allocable to taxable in- 
come and for certain losses. Credit is al- 
lowed for partially exempt interest. Code 
Section 211(c) ; Regulations Section 29.211-7 
(b); Code Section 213; Regulations Section 
29.213-1(a)(2). 


(7) Foreign tax credit—No foreign tax 
credit is allowed. Code Section 216. Refer- 
ence should be made to particular income 
tax treaties. 


Withholding of Tax 
from Nonresident Aliens 


To facilitate the collection of tax from 
nonresident aliens, tax is required to be 
withheld by persons paying out specified 
kinds of income from United States sources 
to all nonresident alien individuals, irrespec- 
tive of whether the alien is engaged in United 
States business, and to “any partnership not 
engaged in trade or business within the 
United States and composed in whole or in 
part of nonresident aliens.” Code Section 
143(b) ; Regulations Section 29.143-1(a). The 
kinds of income are the “fixed or determin- 
able annual or periodical” income upon 
which a nonresident alien not engaged in 
United States business is taxable. Code Sec- 
tion 143(b); Regulations Section 29.143-2. 
Reference should be made to particular income 
tax treaties. See also Regulations Section 
29.143-3. , 


(1) Payors who must withhold—“All per- 
sons, in whatever capacity acting, including 
lessees or mortgagors of real or personal 
property, fiduciaries, employers, and all of- 
ficers and employees of the United States, 
having the control, receipt; custody, dis- 
posal, or payment” of the specified kinds 
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of income of any nonresident alien. As ex- 
plained hereinabove, since an alien is pre- 
sumed to be a nonresident, persons who 
would be under a duty to execute ownership 
certificates (Regulations Section 29.143-4) or 
to withhold tax if the alien were a nonresident 
should obtain proper proof of residence if 
they are to regard an alien as a resident. 
(See discussion under heading “Nonresident 
Aliens Engaged in Business Within United 
States,” paragraph (1).) Code Section 143 
(b); Regulations Section 29.143-1 (a). The 
following payors must withhold the tax: 


(a) A resident owner of record of stock 
if the beneficial owner is a nonresident alien. 
I. T. 2938, XIV-2 CB 139; I. T. 2997, XV-2 
CB 106. 

(b) A husband who receives community 
income for his nonresident alien wife. I. T. 
3859, above. 

(c) A manager for a foreign syndicate. 
Bowlen, above; Van Iderstine, CCH Dec. 
7207, 24 BTA 291. But compare Branch, CCH 
Dec. 10,497, 38 BTA 1139 (acq.). 

(d) One who pays income to a‘resident 
trustee for nonresident aliens. St. Francis 
Hospital, CCH Dec. 11,344, 42 BTA 1004, 
aff'd 42-1 ustc J 9252, 125 F. (2d) 553 (CA 
of D. C., 1942), cert. den. 316 U. S. 697; 
O. D. 1085, 5 CB 191. 

(e) “Resident or domestic fiduciaries are 
required to deduct the income tax at the 
source from all fixed or determinable an- 
nual or periodical gains, profits and income 
of nonresident alien beneficiaries, to the ex- 
tent that such items constitute gross income 
from sources within the United States.” 
Regulations Section 29.143-1. 


(f) One who pays income to a nonresi- 
dent alien fiduciary though the beneficiaries 
are all United States citizens or residents. 
Regulations Section 29.143-1(a). J 

(g) A trustee of a trust created by a non- 
resident alien individual if the income is 
taxable to the grantor, because the trust 
falls within the definition of revocable trust 
under Code Section 166 or falls within Code 
Section 167, even though the trust’s bene- 
ficiaries are United States citizens or resi- 
dents. Regulations Section 29.143-1(a). 
Contrary: Fitzgerald, CCH Dec. 14,291, 4 
TC 494; Arnett, CCH Dec. 14,715(M), 4 
TCM 817. 


(h) One who deposits income in a non- 
resident alien’s bank account. I. T. 2624, 
XI-1 CB 122. 


(i) One who makes payment to a United 
States agent of a nonresident alien; if he does 
not withhold, the agent must. I. T. 2624, XI-1 
CB 122. But compare O. D. 1085, 5 CB 191. 
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(j) One who pays rent to a nonresident 
alien. G. C. M. 18835, above. 

(k) A corporation which makes a dis- 
tribution, other than a nontaxable distribu- 
tion payable in stock or stock rights or a 
distribution in partial or complete liquida- 
tion, without regard to any claim that all 
or a portion of such distribution is not tax- 
able. Regulations Section 29.143-1(a); I. T. 
3020, above. 

(2) Payors who need not withhold.—The 
following need not withhold: 


(a) One who promises or guarantees but 
makes no actual payments to an alien. Ton- 
opah and Tidewater Railroad Company, Ltd. 
v. Commissioner, 40-2 ustc J 9543, 112 F. (2d) 
970 (CCA-9, 1940), overruling I. T. 3059, 
1937-1 CB 111; Branch, above. Payment in 
kind, however, may not be made by a payor to 
the nonresident alien until he is placed in funds 
for the withholding of cash. Regulations 
Section 29.143-7. 


(b) A person who pays accrued interest 
to a nonresident alien upon the sale of a 
bond between interest dates. Regulations 
Section 29.143-1. 

(c) A payor with whom is filed Form 1078 
or an equivalent certificate of residence by 
the alien. Such certificate is to be forwarded 
by the payor to the Commissioner, With- 
holding Return Section, Washington, D. C. 
Regulations Sections 29.143-3, 29.211-6. 

(d) A person who makes payments to a 
United States partnership despite the fact 
that a nonresident alien is a partner. Code 
Section 143(b); I. T. 3233, 1938-2 CRB 192. 
To the contrary if the partnership is not 
engaged in United States business. Code 
Section 143(b). 

(3) Kinds of income subject to withholding. 
—The kinds of income subject to withhold- 
ing are limited to the kinds of United States 
income upon which a nonresident alien not 
engaged in United States business is taxable 
(“annual or periodical income”). Code Sec- 
tion 143(b); Regulations Section 29.143-2. 
This form of withholding is not required 
with respect to compensation for personal 
services of a Canadian or Mexican resident 
who enters and leaves the United States at 
frequent intervals, or with respect to wages 
for the agricultural labors of any other non- 
resident alien who enters and leaves the 
United States at frequent intervals. Regu- 
lations Section 29.143-3. No withholding is 
required with respect to the distributable 
capital gains of a trust. I. T. 3495, above; 
I. T. 3781, above. It should be noted that 
no withholding is required in the case of 
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dividends paid by a foreign corporation, 
unless the corporation is engaged in United 
States business and more than eighty-five 
per cent (not merely fifty per cent as is 
specified in Code Section 119 (a)) of its 
gross income for the three-year period end- 
ing with the close of its taxable year pre- 
ceding the declaration of such dividend was 
derived from United States sources. Code 
Section 143(b). Reference should be made 
to particular income tax treaties. See also 
Regulations Section 29.143-3. 


(4) Rate of withholding.—The rate is thirty 
per cent except where modified by income 
tax treaties. Code Section 143(b). A non- 
resident alien who receives compensation 
for personal services performed within the 
United States is entitled to a $600 personal 
exemption. Code Section 214. This ex- 
emption may be applied at the rate of $1.70 
per day for the entire period for which his 
compensation is paid, whether or not such 
entire compensation is United States income. 
Regulations Section 29.143-3; Code Section 
215(b). 

(5) Returns and payment by payor—Re- 
turn is required of the payor—withholding 
agent—on March 15. Payment must be 
made on June 15. The withholding agent is 
made personally liable for the tax. Code 
Section 143(c); Regulations Section 29.143-7. 
Payment of the tax by the recipient of the 
income relieves the agent of liability there- 
for. Code Section 143(e); Regulations Sec- 
tion 29.143-9. 

With respect to most kinds of income, 
Form 1042 is to be filed by the payor on 
March 15. Regulations Section 29.143-7. In 
the case of interest on bonds or other obli- 
gations of corporations, the payor must file 
an annual return, on Form 1013, on March 





15 and a monthly return, on Form 1012, on 
the twentieth day of each month succeed- 
ing payment, accompanied by Form 1001, 
ownership certificate. T. D. 4460, XIII-2 
CB 83; Regulations Section 29.143-7. The 
Form 1000 ownership certificate is not re- 
quired (interest coupons of citizens and res- 
idents). Regulations Sections 29.143-4, 
29.143-7. 

(6) Refunds—Withheld tax is credited 
against the liability shown on the nonresi- 
dent alien’s return. If the withheld tax ex- 
ceeds the tax liability, the nonresident alien 
is entitled to and should claim credit or 
refund. Code Sections 143(e), 143(f), 216; 
Regulations Section 29.143-9. The with- 
holding agent is entitled to a refund of an 
overpayment only if the tax was not actu- 
ally withheld by it. Code Section 143(f); 
Bank of America National Trust and Savings 
Association v. Anglim, 43-2 ustc J 9596, 138 
F. (2d) 7 (CCA-9, 1943); Pauker v. U. S., 
38-2 ustc J 9388, 23 F. Supp. 821 (DC N. Y., 
1938); Capital Estates, CCH Dec. 12,500, 46 
BTA 986, aff’d 43-2 ustc J 9573, 138 F. (2d) 
156 (CCA-3, 1943). However, he can con- 
test liability. Houston Street Corporation v. 
Commissioner, 36-2 ustc J 9423, 84 F. (2d) 821 
(CCA-5, 1936). 

(7) Note—Tax-free covenant bonds are 
a special category not covered herein. See 
Code Section 143(a); Regulations Sections 
29.143-1, 29.143-4. 

(8) Treaties—Reference should be made 
to particular income tax treaties and Treas- 
ury regulations thereunder for provisions 
for interchange of information between the 
United States and the other contracting 
country and additional information returns 
by withholding agents. [The End] 


DAYTON, OHIO, TRIES AGAIN 


The Dayton electorate has approved a city income tax ordinance 
which is substantially the same as an ordinance previously declared 
invalid. The new tax goes into effect on July 1. Withholding of the 
one-half of one per cent tax will be required on and after that date. 
The first withholding return will be due on August 31, and the first 


estimated return, on September 3. 
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Commissioner v. Flowers 
Why Taxpayers Leave Home 


Tax Classics e e by Robert S. Holzman 


Adjunct Associate Professor, New York University Graduate School of Business Administration 





, . prengy the umpire declares you’re out, 
that settles it. “‘There are no close 
plays’, says ‘Silk’ [O’Laughlin, old-time 
arbiter]. ‘A man is always out or safe’.”* 
But the taxpayer (who lacks the authority 
of those men in blue) may holler in vain 
that he was out. The Commissioner? might 


rule he’d been safe at home all the time. 


J. N. Flowers, an attorney, had lived in 
Mississippi all his life. He had been a voter 
there since 1903; he had built his home in 
Jackson in 1912; he had paid his taxes there; 
and his church and club affiliations were 
similarly localized. For many years he had 
practiced with the law firm that he had 
founded in Jackson in 1912. In 1939, he had 
accepted the position of general counsel and 
vice president of the Gulf, Mobile & Ohio 
Railroad Company, in charge of the corpo- 
ration’s law business. The railroad’s main 
office was in Mobile, Alabama, and that was 
Mr. Flowers’ principal place of employment. 
He continued, however, to maintain his home 
in Jackson, which the company did not mind 
so long as he paid his own traveling and 
living expenses. On his income tax return 
he deducted the cost of meals and lodgings 
while in Mobile, as well as traveling ex: 
penses from Jackson to that city. “Those 
are personal expenses,” said the Commis- 
sioner, “and you can’t deduct them.” “But,” 
eontended Mr. Flowers, “they are valid ex- 
penditures away from home in pursuit of 
my trade or business.” “Since your busi- 
ness is in Mobile,” the Commissioner argued, 
“all living expenses there are of a nonde- 
ductible nature; and the travel expense is 
personal.” . 

On January 2, 1946, Mr. Justice Murphy 
read the opinion of the Supreme Court: *® 

“Three conditions must... be satisfied 
before a traveling expense deduction may be 
made under Section 23(a)(1)(A): 


1Christy Mathewson, 
(New York, G. P. Putnam’s Sons, 1912), p. 168. 
A renowned umpire-baiter added: 
mits that he always knows which when he is 
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Pitching in a Pinch 





** ‘Silk’ ad- 


“(1) The expense must be a reasonable 
and necessary traveling expense, as that 
term is generally understood. This includes 
such items as transportation fares and food 
and lodging expenses incurred while traveling. 


“(2) The expense must be incurred ‘while 
away from home’, 

“(3) The expense must be incurred in 
pursuit of business. This means that there 
must be a direct connection between the ex- 
penditure and the carrying on of the trade 
or business of the taxpayer or of his em- 
ployer. Moreover, such an expenditure 
must be necessary or appropriate to the de- 
velopment and pursuit of the business or trade. 

“Whether particular expenditures fulfill 
these three conditions so as to entitle a tax- 
payer to a deduction is purely a question of 
fact in most instances Failure to 
satisfy any one of the three conditions de- 
stroys the traveling expense deduction. 

“Turning our attention to the third con- 
dition, this case is disposed of quickly... . 

“The facts demonstrate clearly that the 
expenses were not incurred in the pursuit of 
the business of the taxpayer’s employer, the 
railroad. Jackson was his regular home. 
Had his post of duty been in that city the 
cost of maintaining his home there and of 
commuting or driving to work concededly 
would be nondeductible living and personal 
expenses lacking the necessary direct rela- 
tion to the prosecution of the business. The 
character of such expenses is unaltered by 
the circumstances that the taxpayer’s post 
of duty was in Mobile, thereby increasing 
the cost of transportation, food and lodging. 
Whether he maintained one abode or two, 
whether he traveled three blocks or three 
hundred miles to work, the nature of these 
expenditures remained the same. 

“The added costs in issue, moreover, were 
as unnecessary and inappropriate to the de- 





working.’’ Ty Cobb, Busting ’Em (New York, 
Edward J. Clode, 1914), p. 91. 

2 Not ‘‘Happy’’ Chandler. 

346-1 ustc 7 9127, 326 U. S. 465 (1946). 
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velopment of the railroad’s business as were 
his personal and living costs in Jackson. 
They were incurred solely as the result of 
the taxpayer’s desire to maintain a home in 
Jackson while working in Mobile, a factor 
irrelevant to the maintenance and prosecu- 
tion of the railroad’s legal business .... The 
fact that he traveled frequently between the 
two cities and incurred extra living expenses 
in Mobile, while doing much of his work 
in Jackson, was occasioned solely by his 
personal propensities. ‘The railroad gained 
nothing from this arrangement except the 
personal satisfaction of the taxpayer. 


“Travel expenses in pursuit of business 
within the meaning of Section 23(a)(1)(A) 
could arse only when the railroad’s busi- 
ness forced the taxpayer to travel and to 
live temporarily at some place other than 
Mobile, thereby advancing the interests of 
the railroad. Business trips are to be 
identified in relation to business demands 
and the traveler’s business headquarters. 
The exigencies of business rather than the 
personal conveniences and necessities of the 
traveler must be the motivating factors. 
Such was not the case here.” 


6é ENIAL of the deduction to the tax- 

payer categorizes him as a mere 
commuter.” * “The Courts, the Commis- 
sioner, and taxpayers are in disagreement as 
to whether the word ‘home’ in IRC section 
23(a)(1)(A) means the equivalent of the 
taxpayer’s place of business or the tax- 
payer’s actual residence. The Supreme 
Court in the /lowers case . . . mentioned 
this disagreement, but specifically avoided 
the issue ... . Consequently, the important 
point of defining ‘home’ was not settled by 
the Supreme Court and still remains a basic 
issue.”* Contrariwise: “In de-emphasizing 
‘home’ and stressing the purpose of the 
statute, the Court has eliminated the neces- 
sity for verbal hair-splitting in determining 
the propriety of deductions.” ° 


The expense of going to work is a per- 
sonal, nondeductible item. Thus, where a 
girl in Danville deducted $50 for streetcar 
and bus fare to the textile mill where she 
was employed: “Such an expense is clearly 
not deductible. It was made in her own in- 





*Peter Guy Evans, ‘“‘Cases That Make Tax 
History,’’ TAxEsS—The Tax Magazine, March, 
1946, p. 200. 

5 James I. Keller, ‘‘Flowers’ Children,’’ in 
“The Tax Clinic,’’ 82 Journal of Accountancy, 
September, 1946, p. 243. 

6 Note, ‘‘Income Tax Deduction of Traveling 
Expenses ‘While Away from Home’,’”’ 55 Yale 
Law Journal, April, 1946, p. 603. 

7 Mullins, CCH Dec. 15,760(M), 6 TCM 418, 
entered April 23, 1947. 
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terest and not in the interest of the em- 
ployer. . . . Commissioner v. Flowers . 
Nor are meals purchased at restaurants to 
be considered “away from home” expenses, 
even where the taxpayer’s workday started 
before breakfast. A salesman left his home 
at4 A. M., but “facts show that petitioner’s 
home and business were in the same general 
vicinity. Certainly he was not required to 
eat breakfast away from home.”* An early- 
rising truck driver was similarly treated, as 
the Court was “unable to make the ultimate 
finding of fact that petitioner, during the 
taxable year, was on a travel status, or was 
‘away from home’ within the meaning of 
section 23(a)(1)(A).”° Where an employee 
had to eat dinners in a restaurant because 
he worked overtime, this was not “away 
from home” expenses, though he had argued 
that “such expense was . . . necessary to 
the earning of his income.” ” 


If one’s work area is also his home, the 
problem is simple. A New Zealand citizen 
Was an accountant with the League of Na- 
tions, on assignment in this country. His 
expenses here were not deductible, for “His 
home, the only residence he had from 1940 
through the taxable years, was at Princeton. 
It was there he conducted all of his busi- 
ness, the business of the League. He had no 
duplication of living expenses and no travel- 
ing expenses within the meaning of section 
23(a). No deduction was intended under 
such circumstances . . .. Commissioner v. 
Flowers ....”™ 

When the situs of work is temporary, it 
does not take on the characteristics of 
“home.” Where a steel construction worker 
was away from home for forty-nine weeks 
in one year, he “had no regular post of duty 
or place of regular employment during 1945 
away from Florence * which could be called 
his ‘home’ or which he could be required 
to regard as his home for the purpose of 
section 23(a)(1)(A). None of the places 
at which he had temporary employment dur- 
ing that year was his ‘home’. The expenses 
(lodgings only) were unavoidable, reason- 
able, and necessary expenses while away 
from his ‘home’ in pursuit of his trade.” ” 
But where an Illinois architect took a gov- 
ernment job for as long a time as he would 


8 Blatt, CCH Dec. 15,607(M), 6 TCM 94, en- 
tered February 10, 1947. 

® Fairley, CCH Dec. 16,538(M), 7 TCM 537, 
entered August 4, 1948. 

10 Drill, CCH Dec. 15,740, 8 TC 902 (1947). 

11 Chapman, CCH Dec. 16,049, 9 TC 619 (1947). 

12 Florence was his home town. His wife 
was Frankie. 

13 Leach, CCH Dec. 16,759, 12 TC 20 (1949). 
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be needed, “facts .. . indicate that the peti- 
tioner’s post of duty was in Washington, 
D. C. He has not shown that his employ- 
ment was temporary .... Therefore, his 
board and lodging while in Washington is 
not deductible as a business expense. Comz- 
missioner v. Flowers ....* A Missouri busi- 
nessman who left to work in Washington 
could not deduct his “away from home” ex- 
penses as “it is well established that the 
word ‘home’ as used in the statute means 
the principal place of business or post of 
employment and that a taxpayer may not 
keep his place of residence at a point where 
he is not engaged in a trade or business 
and take a deduction for traveling expenses 
while away from there.” * 


Where one’s work involves considerable 
travel, the principal place of work is a factual 
problem. A resident of Arkansas obtained 
a post that involved training of employees 
of war plants in Kansas and western Mis- 
souri. Most of the plants were in Kansas 
City, Missouri, where he rented a room. 
“It is immaterial that the . . . [employer] 
did not expressly require him to live there. 
Kansas City was indicated as his principal 
place of employment by the location of the 
war plants, and he properly so recognized by 
his decision to rent regular lodgings there.” * 


Where two businesses are pursued sim- 
ultaneously, the theory is the same. A suc- 
cessful Arkansas executive was persuaded 
to take a position with the OPA, as a patri- 
otic duty, with the understanding that he 
would be free to discuss his regular busi- 
ness with his associates. He received his 
regular salary from his old business—a far 
greater figure than his government income. 
His Washington living expenses he sought 
to deduct. “As in the Flowers case, the ex- 
penses for which deductions are here claimed 
were not incurred in pursuit of the busi- 
ness of plaintiff’s employer, Boston Store 
Dry Goods Corporation .... Being away 
from home within the meaning of the tax 
statute does not necessarily mean being 
away from the place of abode without ref- 
erence to the principal place of duty and 
deductions allowable under this section must 
be in connection with business. For the 
years here in question plaintiff’s principal 
activity was carried on at his post of duty 


in Atlanta or Washington. ... The mainte- 

14 Knox, CCH Dec. 16,371(M), 7 TCM 244, 
entered April 30, 1948. 

15 Rapelye, CCH Dec. 15,232(M), 5 TCM 485, 
entered June 13, 1946. 

16 Craig, CCH Dec. 16,535(M), 7 TCM 532, en- 
tered July 29, 1948. 

1 Ney v. U. S., 49-1 ustc 7 9116, 171 F. (2d) 
449 (CA-8, 1948). 
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nance of two places of business was not 
compulsory.” Similarly, the operator of 
a creamery in Iowa took a position as flight 
instructor in Texas. His expenses in Texas 
were not deductible, as “Petitioner himself 
characterizes this as his ‘main employment’, 
and the record demonstrates that ... he 
‘was free to devote to’ his other activities 


only his ‘leisure time’.” * 


The expense must be in furtherance of 
the employer’s business. The Secretary of 
the Commonwealth of Pennsylvania, whose 
home was in Wilkes-Barre, deducted her 
living expenses in Harrisburg; but the Court 
could not find that “such expenditures were 
made in furtherance of or in pursuit of the 
business of her employer, the State of Penn- 
sylvania. Hence, the expenditures in ques- 
tion do not appear to meet the test of having 
been incurred in pursuit of a trade or busi- 
ness. Cf. Flowers v. Commissioner... .”™” 
A pipe fitter at the Charleston (South Caro- 
lina) Navy Yard maintained his home in 
Georgia for his wife and children, while he 
rented a room near his work. “The extra 
expense of his trips to and from Cornelia™ 
and of his living apart from his family in 
Charleston did not advance his employer’s 
business. They were thus personal expenses, 
not business expenses, and are accordingly not 
deductible. Commissioner v. Flowers... .”™ 
A nonresident alien who worked in New 
York could not deduct her expenses in that 
metropolis. “If she maintained a residence 
in Mexico she did so for her own personal 
convenience and in compliance with her own 
desire and her employer reaped no benefits 
therefrom.” ” 


HERE one maintains a second resi- 
dence for business convenience, it is 
nonetheless regarded as a personal matter. 
Thus, when a New Jersey resident became 
managing partner of a New York broker- 
age firm, he realized that his long hours and 
the irregular schedules of commuting trains 
would present difficulties, so he leased a 
small apartment in New York for late nights. 
“This case is not distinguishable from Com- 
missioner v. Flowers . . The petitioner 
chose, for purely personal reasons, to live in 
Chatham while he worked in New York. 
He could have lived in New York. Thus 
. . the added expense while in New York 





18 Green, CCH Dec. 16,931, 12 TC 656 (1949). 

1” O’Hara, CCH Dec. 15,115, 6 TC 841 (1946). 

20 His home town, not his wife. 

21 Warren, CCH Dec. 17,132, 13 TC —, No. 28 
(1949). 

22 Carranza, CCH Dec. 16,556, 11 TC 224 (1948). 
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was personal expense expressly made non- 


deductible by Section 24(a)(1) rather than 
business or travel expenses deductible under 
23(a)(1).”* It matters not that the travel- 
ing expense was made necessary by physical 
reasons. An attorney suffered partial paral- 
ysis, and after a long convalescence he was 
able to return to his office; he could not use 
public conveyances because of his condition, 
but he was not allowed to deduct taxicab 
fares. “The expense in this case is necessi- 
tated by reason of the petitioner’s physical 
condition rather than by reason of his busi- 
ness. It is not deductible as a business 


expense.” * 


Personal reasons for maintaining a home 
distant from the place of work are imma- 
terial. A married woman residing in Glou- 
cester took a position in a war plant in 
Lowell, which was beyond commuting dis- 
tance; but her expenses in Lowell were not 
deductible. Citing the Flowers case, the 
court said: “Here... the taxpayer had but 
one job, and for personal reasons, rather 
than to prosecute or develop the business, 
chose to reside at a long established home 
away from this particular place of employ- 
ment.”” A technician who maintained a 
home in Atlantic City could not deduct his 
“away from home” expenses when he went 
to work for a dental laboratory in a Vir- 
ginia community not inappropriately named 
Bristol. “As in the Flowers case, we feel that 
petitioner’s place of employment was in one 
city, and for reasons satisfactory to him- 
self he resided in another city; and that the 
expenses incurred were personal and living 
OM.no 


When a worker has to reside away from 
the home he has established for his family, 
it is irrelevant that the separation is not 
through choice. Where an Atlanta attorney 
accepted government work in Washington, 
he could not deduct his expenses in the cap- 
ital. ‘Petitioner points out that Flowers 
maintained his remote establishment from 
choice whereas petitioner brought his fam- 
ily to Washington as soon as he could. We 
think the difference immaterial.” Where 
a South Carolina worker accepted employ- 
ment first in Virginia and then in Missis- 
sippi: “We can well believe that housing 


23 Clayton, CCH Dec. 16,445(M), 7 TCM 349, 
entered June 4, 1948. 

24 Bruton, CCH Dec. 16,122, 9 TC 882 (1947). 

2% Albert, CCH Dec. 17,111, 13 TC 129 (1949). 

2 Angle, CCH Dec. 16,337(M), 7 TCM 206, en- 
tered April 15, 1948. 

2 York v. Commissioner, 47-1 ustc { 9189, 160 
F. (2d) 385 (CA D. C., 1947). 

2 Bryson, CCH Dec. 16,265(M), 7 TCM 77, 
entered February 13, 1948. 
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conditions at Newport and at Pascagoula 
during the war were such as to deter peti- 
tioner from bringing his family to his place 
of employment, but that consideration was 
irrelevant to the prosecution of his employ- 
er’s business, and is hence immaterial to 
the issue. Commissioner v. Flowers... .”™ 
Where an employee of the Atomic Energy 
Plant in Tennessee tried to deduct his living 
expenses there, the Court was futilely sym- 
pathetic in saying: “The fact that housing 
conditions in Oak Ridge were such that it 
was difficult or impossible to bring his wife 
there with him is not of any help to peti- 
tioner in this case.” ” 


L | palate occupational dislo@tions are 
likewise disregarded. A married woman 
working in Washington was transferred 
with her whole office to Philadelphia when 
the Immigration and Naturalization Service 
was transplanted; but she could not deduct 
her expenses there, for “the fact that the 
change of location was prompted by the exi- 
gencies of war would appear to be of no mo- 
ment.” * A New Jersey economist who had 
taken a “temporary” position in Washing- 
ton, but who was subsequently “frozen” to 
his job by governmental directive, could not 
claim that the Washington expenses were 
“away from home,” under the authority of 
the Flowers case.™ 


Where a change of work situs is ordered 
by the employer, the employee is deemed 
not obliged to keep his former home. Thus, 
where an FBI agent was transferred: “The 
fact that the change of headquarters from 
Newark to New York City was made for 
official reasons, is not determinative.”” A 
Detroit industrial engineer was ordered by 
his employer to work for an indefinitely long 
time at the factory of a customer in Pater- 
son, New Jersey. “To paraphrase the penul- 
timate paragraph of the Supreme Court’s 
opinion in Commissioner v. Flowers 
traveling expenses in pursuit of a business 

. can arise only when the employer’s 
business forces the employee taxpayer to 
travel and to live temporarily at some place 
other than taxpaver’s post of duty, thereby 
advancing the interests of the employer. 
. .. Concluding as we do that petitioner’s 
post of duty in 1941 was Paterson, it fol- 


29 Jones, CCH Dec. 17,298, 13 TC: —, No. 114 
(1949). 

3% Brooks, CCH Dec. 16,578(M), 7 TCM 635, 
entered August 31, 1948. 

31 Fisher, CCH Dec. 16,399(M), 7 TCM 286, 
entered May 14, 1948. 

32 Stephens, CCH Dec. 16,133(M), 6 TCM 1211, 
entered November 17, 1947. 








lows under the rationale of the Flowers case, 
supra, and we so_ hold, that petitioner is 
not entitled to a deduction for rent paid 
there during 1941.” * 


The reason why the wife doesn’t follow 
her husband to his new place of work is 
immaterial. A taxpayer could not deduct 
“away from home” expenses when he ac- 
cepted a civilian job with the War Depart- 
ment, though his wife and son were in a 
home he maintained elsewhere. “His wife 
was employed in New York as a teacher 
and,... his son was attending school there. 
These are both very good personal reasons 
why it would have been unwise for the pe- 
titioner fo remove his wife and son to 
Washington, but those reasons have little 
or no connection with the prosecution of 
his work as editor of a Signal Corps maga- 
zine.” * A taxpayer left his wife and farm 
in Oklahoma; she operated the farm while 
he took a position with an airplane com- 
pany in Kansas. He could not deduct “away 
from home” expenses, as “there is no an- 
swer in the fact that the petitioner had long 
lived in Hennessey [Kansas], that his wife 
continued to live there and operate the 
ae 


Deliberate acceptance of an occupational 
transfer may disqualify a taxpayer because 
of the element of choice. A Clevelander 
came to New York to hold the post of act- 
ing sales manager for his regular employer 
until the permanent incumbent returned 
from the wars. He maintained his home in 
Cleveland for his wife and daughter, but he 
could not deduct New York living expenses. 
“True, it cost him more and his living ex- 
penses were greater ... but that was his 
choice, not the choice or requirement of his 
employer. ... The position of acting sales 
manager . . . required, and was accepted 


with the understanding that so long as pe- 
titioner held it his headquarters and prin- 
cipal place of business would be in New 
York City.”” A Toledo credit man ac- 
cepted reassignment in the Detroit area, 
where his office would be. “The facts in 
this case do not bring the petitioner within 
the provision of the third requirement as 
set forth in the Flowers case. Pefitioner 
took his employment with the understand- 
ing that his business headquarters would 
be in Detroit, Michigan. There was no spe- 
cific requirement that he return to the To- 
ledo office at any particular time for any 
part of his employment.” ™ 


N ARMY OFFICER could not deduct 
“the cost of moving his home and effects 
from one “permanent” post to another. “It 
was his personal, family, and living comforts 
that brought about the move. The function- 
ing of Headquarters Command at Santa Ana 
and Louisville was neither aided nor de- 
terred™® by the presence of petitioner’s 
family, household goods, and automobiles.” ” 
Nor could an army officer on post claim his 
living expenses there were “away from home.” 
“The taxpayer was engaged in the business 
of an Army officer. His place of business 
was his particular Army post.... Whenever 
he made a permanent change of station that 
place of duty became his place of business 
and there was his ‘home’ within the mean- 
ing of Section 23(a)(1)(A). See Commis- 
sioner v. Flowers ....’” It took a comedian 
traveling abroad with the army to under- 
stand this concept.” 
Returning, rondeau-fashion, to that base- 
ball allusion in the first paragraph, one can 
appreciate how the Flowers decision has 


affirmed an old truism, “There’s no place 
like home !”"” 





33 Copp, CCH Dec. 15,640(M), 6 TCM 155, en- 
tered February 19, 1947. 

*% Taylor, CCH Dec. 16,307(M), 7 TCM 150, 
entered April 17, 1948. 

3 Gilbert, CCH Dec. 16,742(M), 7 TCM 931, 
entered December 14, 1948. 

3% Johnson, CCH Dec. 15,600, 8 TC 303 (1947). 

31 Michael, CCH Dec. 15,582(M), 6 TCM 43, 
entered January 22, 1947. 

% The military may not be so charitably 
chivalrous on this count. See Douglas Southall 
Freeman, Lee’s Lieutenants (New York, Charles 


Scribner’s Sons, 1944), Volume III, D. 581, ‘n. 


See also G. Moxley Sorrel, Recollections of a 
Confederate Staff Officer (New York, The Neale 
Publishing Company, 1905), p. 155. 

%® Nichols, CCH Dec. 17,307, 13 TC —, No. 120 
(1949). 

© Bercaw v. Commissioner, 48-1 ustc { 9153, 
165 F. (2d) 521 (CCA-4, 1948). 

41 Bob Hope, I Never Left Home (New York, 
Simon and Schuster, 1944). 

*# John Howard Payne, Clari (Philadelphia, 
Frederick Turner), p. 35. 


It really means something for a fellow to lose his shirt nowadays, 
considering he has paid more than 200 different hidden taxes on it! 


—Pathfinder. 
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Taxation and Income Production 


Creation of Income by Taxation. Joshua C. 
Hubbard. Harvard University Press, Cam- 
bridge 38, Massachusetts. 1950. 239 pages. #4. 


Professor Hubbard presents in this new 
book a careful and balanced analysis of 
economic theory leading to his conclusion 
that taxation has income-producing power. 
There is a widespread feeling among econo- 
mists and government tax experts, the author 
says, that deficit spending by the govern- 
ment is the safest means of raising the 
general level of income. However, Professor 
Hubbard points out that, in the long run, 
wise taxation, as a permanent part of the 
nation’s fiscal policy, has a more profound 
income-producing power than does the deficit- 
spending technique. He emphasizes that this 
income-producing power of taxation evi- 
dences itself only after several years and 
that deficit spending, wisely handled, may be 
necessary as a temporary solution during 
times of economic depression. “Income crea- 
tion by the means of taxation provides the miss- 
ing instrument in an inclusive general policy, 
the purpose of which is to meet not only the 
problems of cyclical] fluctuations but also the 
problems of secular stagnation.” 


The author’s approach to taxation is a 
combination of the multiplier technique and 
the theory of tax influence. He agrees with 
classical economic theory, in general, but 
points out that, although such theory is 
logical and the deductions consistent, several 
errors of omission distort the reasoning. 
In the first place, classical theory assumes 
continuous full employment. Tax collection 
and spending are thus based upon this con- 
cept. Secondly, theorists in the past have 
hypothesized that taxation influenced the way 
the taxpayer divided his income. High taxa- 
tion meant little or no savings and hence 
little private investment; low taxes provided 
greater savings and a greater amount of in- 
vestment. This idea, again, is based upon 
full employment. Thirdly, the author says, 
the classicists omit the possibility that taxes 
also may be invested in private enterprise. 


Books ... Articles 





Private investment, they believed, was more 
efficient and more economical than such 
public spending as subsidies. During de- 
pressed economic periods, the author argues, 
these taxes could be invested by the govern- 
ment, expanding private enterprise and rais- 
ing the national income. 


“The failure of the classical analysis to 
recognize first that prolonged unemployment 
is possible, second that the payment of taxes 
out of saving may increase production, and 
third that the expenditure of the tax receipts 
may be used to encourage private invest- 
ment and to expand production and employ- 
ment created a gap in the theory of taxation 
which has prevailed until recently. It is ap- 
parent that these omissions react upon and 
reinforce one another, so that the possibility 
of using taxation as an instrument to create 
employment and income did not occur to the 
classicists.” 


Professor Hubbard first analyzes the sources 
of taxation, types of taxes, the results of 
taxation and the spending of tax receipts. 
“The results,” the author says, “depend upon 
the source of tax payment and the impact of 
different taxes upon investment. These re- 
sults, nevertheless, may be. modified by the 
way in which the tax receipts are spent.” 
In succeeding chapters, Professor Hubbard 
sets up the assumptions upon which his 
argument of the income-producing power of 
taxation rests, and indicates the reactions 
these determinents may evidence in vari- 
able situations. He continues his abstract 
background material with explanations of 
his method, the multiplier technique and the 
marginal efficiency of capital. 

“Although taxation can raise the long-run 
level in income, the conclusion does not 
follow that this is the best method of achiev- 
ing full employment. The advocates of a 
particular policy are inclined too often to 
neglect possible alternatives, with the result 
that there are professional fashions in poli- 
cies.” Professor Hubbard compares the 
various taxation policies, including central 
bank policy, government deficit spending 
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and “a policy to remove restrictions and 
limitations upon output.” The author at- 
tempts to discover to what situations each of 
these policies is best suited. He then formu- 
lates the above into one over-all policy de- 
signed to achieve continuous full employment. 


“Such a policy must meet the problems 
which arise in the course not only of the 
minor and the major cycles but also in the 
course of a rising income. Nevertheless, 
economic development creates such uncertain 
and unpredictable situations that an over-all 
policy can only be outlined.” 


The main parts of this book have been 
concerned with maintaining full employment, 
and with taxation and its possible effects on 
full employment maintenance. The author 
also points out that taxation as a permanent 
part of the fiscal policy does affect other 
aspects of finance. Using the preceding 
parts of his book as a background, the 
author modifies certain maxims of public 
finance. These maxims are: “A balanced 
budget means that the government’s outlay 
is neutral as regards the level in income. 
Taxes should be levied to some extent ac- 
cording to the ability-to-pay principle, and 
also the normal running expenses of the 
government should always be met out of 
taxes. The way to stop a wartime inflation 
is to tax away the excess of purchasing 
power, Since it is sound business practice 
to borrow for capital formation, it is equally 
sound for government to borrow to con- 
struct durable public works. This maxim 
leads naturally into the theory of govern- 
ment deficit spending as a cure for prolonged 
depression.” 


In his introductory chapter, Professor 
Hubbard makes a general statement of in- 
come creation by means of taxation which 
well serves to summarize his book: 


“Income creation by means of taxation 
operates through both divisions of national 
income, consumption and investment. The 
imposition of a tax causes taxpayers to con- 
sume a larger proportion of their disposable 
income (unless of course they were con- 
suming 100 per cent of it before the tax). 
When the tax receipts are spent for con- 
sumption by the community as a whole, total 
consumption increases. When the receipts 
are spent to expand private investment, con- 
sumption may decline at the outset; but this 
is more than offset by the increase in invest- 
ment. The national income begins to rise, 
and after only a few income periods con- 
sumption is larger than before the imposition 
of the tax. The influence of higher taxes of 
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all kinds upon consumption and investment, 
and of the spending of the receipts for social 
consumption or to expand private invest- 
ment, is the subject for analysis throughout 
the rest of this book. It will be argued that, 
during unemployment, there is an appro- 
priate taxing and spending program which 
is able to achieve full employment in all 
situations.” 


Although the theory and arguments in 
this book are not intended to be new, the 
author presents them as a well-balanced, care- 
ful analysis of existing theory. Whether or 
not they agree, tax men, students of eco- 
nomics and taxation and all those interested 
in the theory of taxation should find the 
author’s arguments informative as well as 
interesting reading. 


ARTICLES 


Tax Aspects of Alimony Payments .. . 
Here is an article which sets forth the tax 
aspects of recent Tax Court decisions rela- 
tive to alimony payments, The author’s 
conclusion is that careful attention must be 
given to the terms of the law governing such 
payments in order that the taxpayer may be 
brought within its provisions, since the cases 
in point demonstrate clearly that the courts 
favor a literal and technical construction of 
the law.—Howard, “Recent Tax Court De- 
cisions in Section 22(k) Cases,” National 
Bar Journal, December, 1949. 


Life Insurance Used to Pay Estate Tax 
. . . The proposal that life insurance policies 
earmarked for payment of the federal estate 
tax be excluded from the tax base is ex- 
amined in this article. In the viewpuint of 
the author, the arguments advanced for this 
proposal are far from convincing when ex- 
amined in the light of broad social and 
economic considerations. — Harriss, “Pro- 
posals to Exempt Life Insurance Used to 
Pay Estate Tax,” Tax Law Review, Janu- 
ary, 1950. 


Legislative Apportionment of Federal Es- 
tate Tax . .. There is an appreciable vari- 
ation in method of resolution of the problem 
of apportioning the federal estate tax among 
the various states. The cause of this situ- 
ation is the existence of both federal and 
state statutes governing such apportion- 
ment. For a discussion of the problems in- 
volved, the litigation resulting therefrom 
and suggested solutions, see Mitnick, “State 
Legislative Apportionment of the Federal Es- 
tate Tax,” Maryland Law Review, Fall, 1950. 
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SUPREME COURT 


Motor vehicle titling tax: Interstate com- 
merce.—Unless it can be shown that the 
amount of the tax is in excess of fair com- 
pensation for highway use, a Maryland tax, 
based on the fair market value of every 
motor vehicle and imposed as a condition 
precedent to the issuance of a certificate of 
title and the operation of such vehicles over 
Maryland highways, can be validly applied 
to the busses of an interstate carrier.— 
Capitol Greyhound Lines et al. v. Brice, 2 
STATE TAx CASEs REPorTs { 200-040. 


APPELLATE AND LOWER COURTS 


Estate tax: Stock exchange death benefits. 
—A payment made upon decedent’s death 
from a gratuity fund operated by a stock 
exchange of which he was a member, such 
members paying a fee into the fund at the 
time of admittance to the exchange and an- 
other fee upon the death of any member and 
the exchange being obligated to pay out 
such moneys to designated beneficiaries, con- 
stitutes a payment of insurance, since the 
element of shifting the risk of the individ- 
ual’s premature death to the group is present. 
Because the value of a seat on the exchange 
was determined in part by the insurance 
benefits attached to possession of the seat, 
decedent is also deemed to have retained 
incidents of ownership in such insurance 
giving rise to imposition of the estate tax.— 
CA-2. Commissioner v. Treganowan, CCH 
INHERITANCE ESTATE AND GIFT TAx REPORTS 
{ 10,770. 


Involuntary tax payment.—The payment 
of taxes is involuntary when it is made under 
the threat of heavy penalties. Where such 
taxes are paid under written protest, the 
taxpayer may challenge the validity thereof 
and seek the recovery of the amounts paid. 
—DC D. C. American Security and Trust 
Company v. District of Columbia, CCH Dts- 
TRICT OF COLUMBIA TAX REports { 84-010. 


Interpretations 


Gift tax: Present or future interest in 
trust.—Transfers in trust for the benefit of 
minors were determined to give rise to gifts 
of future interest therein as to principal even 
though the donor gave the beneficiaries all 
of the present use, possession and enjoyment 
of the trust that it is possible to give minors 
under Georgia law.—DC Ga. Ashcraft v. 
Allen, 50-1 ustc J 10,765. 


TAX COURT 


Excess profits tax: Abnormal income re- 
sulting from successful research.—A tax- 
payer who, in connection with his regular 
business, engaged in research activities for 
a number of years, realized abnormal in- 
come within the meaning of Code Section 
721 (a) (2) (C) in the year in which his 
research efforts reached fruition and resulted 
in the development of a new process and 
the receiving of large amounts of money 
therefor.—The Toledo Engineering Company, 
Inc. v. Commissioner, CCH Dec. 17,631. 


TAX COURT MEMORANDUM 
OPINIONS 


Dividends: Partial liquidation.—A distri- 
bution is a return of trust capital and a 
partial corporate liquidation where no part 
of such distribution is to be currently dis- 
tributed to the taxpayer, the life beneficiary 
of the trust. It cannot be considered to be 
an ordinary dividend or equivalent to a 
taxable dividend.—Train v. Commissioner, 
CCH Dec. 17,627 (M). 


Losses: Year deductible.—A loss from an 
investment in a mining venture was sus- 
tained in the year in which the operator 
of the mine was finally convicted and sent 
to prison on a federal offense, since it was 
then that the operator informed the tax- 
payer that nothing would be salvaged from 
the venture —Voget v. Commissioner, CCH 
Dec. 17,633 (M). 


639 





STATE COURTS 


Estate tax: Domicile: Actual residence 
plus intent to make home.—A decedent who 
purchased a farm and then applied for 
driver’s and motor vehicle licenses and 
opened a bank account in the same state 
where the farm was located is deemed to 
have established a domicile therein for taxa- 
tion purposes despite his assertions that he 
did not wish to establish his domicile there 
until it had been demonstrated that the farm 
could be operated at a profit—N. J. Fowler 
et al. v. Margetts, Jr.. CCH INHERITANCE 
EstATE AND Girt Tax REports { 17,170. 


Liability for federal tax on insurance: Not 
deductible as debt.—The decedent’s execu- 
tor paid the federal estate tax on life insur- 
ance payable to beneficiaries other than the 
estate. He then sought to have the federal 
tax attributable to the insurance deducted 
as a debt against the estate for Ohio inherit- 
ance tax purposes. Where the decedent did 
not direct that the taxes on the insurance be 
paid out of the residuary estate, the court 
held that, under applicable federal law, the 
insurance beneficiaries are liable for the fed- 
eral tax on the insurance. Therefore, such 
tax is not deductible as a debt of the estate 
for Ohio inheritance tax purposes.—Ohio. 
In Re Estate of Gatch, CCH INHERITANCE 
EsTaTe AND Girt Tax REports { 17,165. 


Inheritance tax: Completed and uncom- 
pleted gifts: Contemplation of death.—Oral 
gifts made by a decedent as he was leaving 
for a hospital where he subsequently died 
were held to have been completed as to 
cash, bonds and stock found in a safe deposit 
box but not completed as to bank deposits 
evidenced by pass books and as to his home. 
The decedent had given the donee a box ands 
the key thereto and his house key saying 
that the keys to his safe deposit box were 
in the box he had just handed over. He 
stated that everything in the two boxes and 





his home were the donee’s. The completed 
gifts are subject to inheritance tax as trans- 
fers made in contemplation of death.—Pa. 
Estate of Charles H. Mullen, CCH INHERIT- 
ANCE ESTATE AND Girt Tax REports § 17,177. 


Doing business: Service of process.—A 
foreign corporation is not doing business in 
Pennsylvania in such manner as to subject 
it to service of process if such corporation 
maintains no office or other property within 
the state and reserves the right to approve 
or reject all orders and suggestions for- 
warded by its sales representative or dealers 
in Pennsylvania.—Pa. Read, Jr. v. The Cor- 
bitt Company, 1 PENN. TAx Cases { 200-211. 


Deduction of federal income tax.—The 
deduction of the federal income tax from 
net earnings is still permitted to a corpora- 
tion which deducts such tax in calculating 
its Tennessee income tax and later receives 
a refund of its federal tax under the net 
operating loss carry-back provisions of the 
federal law.—Tenn. Tennessee Aircraft, Inc. 
v. Evans, 2 State TAx CASES REPorTS 
{ 250-094. 


Transfers effective at death: Life insur- 
ance-annuity combinations: Insurance ex- 
emption.—The decedent purchased insur- 
ance contracts on her life and, as a part of 
the same transactions, also purchased non- 
refund annuities. She was not required to 
pass physical examinations in order to ob- 
tain the insurance. The Court held that no 
risk was assumed in connection with the 
issuance of the insurance by reason of the 
purchase of the nonrefund annuities at the 
same time and, therefore, that the proceeds 
of the insurance policies do not qualify for 
the insurance exemption. Rather, such pro- 
ceeds are taxable as the subject of transfer 
effective at death—Wash. In the Matter of 
the Estate of Eva B. Smiley, Deceased. Pacific 
National Bank, as Executor, Appellant v. the 
Supervisor of the Inheritance Tax Division, 
Respondent, CCH INHERITANCE ESTATE AND 
Girt Tax Reports § 17,152. 





SOUTH. DAKOTA GASOLINE TAX INCREASE INVALID 


The two-cent increase in the South Dakota gasoline tax, slated to become 
effective on May 17, has been declared unconstitutional by the South Dakota 


Supreme Court in State ex rel. Mills et al. v. Wilder et al. 


The court based its 


decision on the same reason that caused the Governor to refuse his approval 
thereof—the bill could not be allowed to become law because it was an appro- 
priation measure and had not been passed by the constitutionally required two- 


thirds vote necessary for such measures. 


Collection of the extra tax pending the 


decision of the court was enjoined by a writ of prohibition issued the day before 
the supposed effective date of the law. 
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Deductibility of Farm Losses 
from Chief Source of Income 


A taxpayer wished to deduct losses from 
farming ‘operations from his income from 
other sources, which included salary as an 
employee of two music companies and fees 
as director of another company. Exercising 
his discretionary power, the Minister of 
National Revenue determined that the tax- 
payer’s chief occupation was that of 
employee of the music company and ac- 
cordingly disallowed deduction of the farm 
losses. 


The Income Tax Appeal Board allowed 
the appeal, declaring that if the Minister has 
exercised his discretion to determine a tax- 
payer’s chief occupation, the taxable income 
may not be reduced below the amount of 
income from the chief occupation, but the 
expenses of other business ventures are de- 
ductible from income from sources other 
than the chief occupation.—Low v. Minister 
of National Revenue, CCH CANADIAN TAX 
Reports § 86-038. 


Depletion Allowance— 
Apportionment Between Lessor 
and Lessee | 


The Province of Nova Scotia leased a 
coal seam to T. Company, which later leased 
the seam to Joggins Coal Company in re- 
turn for a royalty payment ranging from 
five to ten cents per ton mined. In each of 
the years 1939 to 1941, the Minister fixed 
ten cents per ton as the amount to be 
allowed for exhaustion of coal mines in 
Nova Scotia. T. Company, in filing its in- 
come tax returns for each of those years, 
claimed and was allowed a sufficient pro- 
portion of the exhaustion allowance to re- 
lieve it of all income tax. In assessing 
Joggins, the Minister allowed it to deduct 
only that portion of the allowance not 
claimed by T. Company. 


Canadian Tax Letter 





The Exchequer Court refused to review 
the Minister’s apportionment, holding that 
his determination was final and conclusive. 


The Supreme Court of Canada allowed an 
appeal, declaring that Joggins had been 
wrongly considered a mere purchaser of 
the coal not entitled to any depletion allow- 
ance. The word “lessee” in the Mines Act 
was held to mean one to whom was granted 
the exclusive right to mine. This right had 
been granted in the original lease from the 
Crown to T. Company and was transferred 
by T. Company to Joggins. The fact that 
T. Company retained an interest entitling 
it to royalties did not change the nature of 
Joggins’ rights as lessee for apportioning 
the depletion allowance for a mine from 
which both it and T. Company derived their 
entire income.—Joggins Coal Company Lim- 
ited v. Minister of National Revenue, CCH 
CANADIAN TAx REpPorts § 86-046. 


Canadian Commuters to U. S. 
Allowed Exchange Deduction 
on Lunch Money 


Under a 1944 ruling, recently reinstated, 
Canadian residents who commute daily to 
work in the United States must report their 
income in Canadian funds, but they may 
deduct the ten per cent exchange on 
amounts up to $1 per day spent for meals, 
transportation and related incidentals. 


Thus, a commuter traveling to the United 
States every day will be deemed to have 
spent $313 a year on personal and living 
expenses (365 days less fifty-two Sundays). 
This $313 is not deductible. The total re- 
muneration of the commuter being paid in 
United States funds is increased by ten per 
cent when it is converted into Canadian 
funds for tax purposes. But the amount 
spent in the United States for lunches ($313) 
need not be increased by ten per cent when 
converted into Canadian dollars. In other 
words, the commuter may deduct ten per 
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cent of $313, or $31.30, from his total in- 
come when converted into Canadian funds. 


The reinstatement of the ruling was 
brought about by the devaluation of the 
Canadian dollar. 


Gift Tax Exemption 


A generous grandfather made gifts of 
over $1,000 to each of four grandchildren in 
payment of life insurance premiums on their 
lives. He claimed an exemption of $4,000 
on the aggregate value of the gifts under 
Section 88(8)(a) of the Income War Tax 
Act, and a further exemption with respect 
to each individual gift of $1,000 under the 
provision of Section 88(8)(f), so as to be 
taxable on the amount over $1,000 only. 


The Board held against the taxpayer. 
The proviso exempting gifts up to $1,000 
from tax, it held, is descriptive only and is 
limited to gifts within the description (the 
creation of a trust, or an interest in prop- 
erty, by gift, and a transaction whereby a 
person disposes of property directly or indi- 
rectly by gift). Consequently, a gift over 
$1,000 is taxable on the full amount of the 
gift, not merely on the amount over $1,000. 
—Gouge v. Minister of National Revenue, 
CCH CANADIAN TAx Reports { 86-045. 


Purchase Price of Accountant's 
Good Will—Deductibility 


Money spent in purchasing an interest in 
the good will, files and working papers of 
an accountant’s practice was claimed by a 
taxpayer to be deductible from income as 
an “expense wholly, exclusively and neces- 
sarily laid out to earn income.” 


The Board ruled against the taxpayers 
The good will, files and working papers 
constituted a lasting advantage and their 
purchase was a nondeductible capital ex- 
penditure. Furthermore, the expenditure 
was not made in the process of earning in- 
come, but to acquire an interest in an exist- 
ing business, and was a purchase of a 
capital asset.—Jeffery v. Minister of National 
Revenue, CCH CANApDIAN TAx REPORTS 
{ 86-043. 


Controlled Company’s 
Excess Profits Tax Liability 


A controlled company objected to an 
assessments with respect to standard profits 
of $5,000 only, as fixed by Section 15A of 
the Excess Profits Tax Act, enacted in 1943 
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and made applicable to 1942 and subsequent 
tax years. As the company had had its 
standard profits previously fixed at $28,500 
under Section 5 of the act, it argued that 
Section 15A did not apply to it. 


Section 15A introduced a new standard 
profit for controlled companies. It did not 
exempt companies whose standard profits 
had been determined previously. The court 
held that it was without jurisdiction to 
qualify the terms of Section 15A by impli- 
cation.—Royal City Sawmills Limited v. 
Minister of National Revenue, CCH CAna- 
DIAN TAx Reports J 86-037. 


Date of Transfer . 
Determines Date of Gift 


A taxpayer made an agreement with her 
sons to devise seventy-two shares of stock 
to them by her will. She claimed that a 
tax official had informed her that $450 per 
share was a proper value for gift tax pur- 
poses, but the official claimed that this value 
had been given by him in connection with 
108 other shares that the taxpayer had sold 
to her sons in 1941. The taxpayer trans- 
ferred the seventy-two shares to her sons 
in 1947, when it was agreed that they were 
worth over $1,000 each. 


The point at issue was resolved against 
the taxpayer, the Board holding that the 
agreement did not transfer the ownership 
in the seventy-two shares in 1941. It was 
the date of the transfer of property that 
determined the date of the gift. Moreover, 
the Crown was not bound by the statement 
of the tax official—Mrs. J. v. Minister of 
National Revenue, CCH CANADIAN TAx RE- 
PoRTsS {[ 86-041. 


Major Garage Repairs 
Not Deductible 


Expenses incurred in putting in a new 
cement floor, a partition, new plumbing and 
rewiring of a garage and service station 
were not “expenses laid out wholly, neces- 
sarily and exclusively to earn income” and 
consequently were not taxable. The owner 
was in the market to sell his business at 
the time he repaired his building and real- 
ized a substantial profit on the sale because 
of the increased value of the building. The 
expenses were not incurred for ordinary 
maintenance and minor repairs, but once 
and for all to create a lasting advantage for 
the owner.—Yorkton Motors Limited v. Min- 
ister of National Revenue, CCH CANADIAN 
TAx Reports { 86-044. 
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State Tax Calendar 





ALABAMA 


August 1 
Automobile dealers’ report due. 


August 10— 

Alcoholic beverage report and tax of 
public service licensees due. 

Alcoholic beverage report of wholesalers 
and distributors due. 

Automobile dealers’ report due. 

Tobacco stamp and use tax report and 
payment due. 

Tobacco wholesalers’ and jobbers’ report 
due. 


August 15—— 

Carriers’, warehouses’ and transporters’ 
gasoline tax report due. 

Carriers’, warehouses’ and transporters’ 
lubricating oils tax report due. 

Motor carriers’ mileage report and tax due. 

Oil and gas conservation tax report and 
payment due. 

Oil and gas production tax report and 
payment due. 


August 20—— 

Automobile dealers’ report due. 

Coal and iron ore mining tax report and 
payment due. 

Diesel fuel tax report and payment due. 

Gasoline tax report and payment due. 

Lubricating oils tax report and payment 
due. 

Motor fuel tax report and payment due. 

Sales tax report and payment due. 





ARIZONA 
August 5—— 
Alcoholic beverages licensees’ report due. 
August 10 





Wholesalers of malt, vinous and spiritu- 
ous liquors, report and payment due. 


August 15—— 
Gross income report and payment due. 
Phoenix business privilege tax report and 
payment due. 


August 20-—— 
Motor carriers’ report and tax due. 
Use fuel tax report and payment due. 


State Tax Calendar 
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August 25—— 
Motor vehicle fuel distributors’, whole- 
salers’ and carriers’ report and payment 
due. 


ARKANSAS 
August 10—— 
Alcoholic beverages report due. 
Franchise tax due. 
Motor fuel carriers’ report due. 
Natural resources statement of purchases 
due. 


August 15—— 
Compensating (use) tax report and pay- 
ment due. : 


August 20—— 
Gross receipts tax report and payment 
due. 
Use fuel tax report and payment due. 


August 25—— 
Motor fuel tax report and payment due. 
Natural resources severance tax report 
and payment due. 


CALIFORNIA ., 





August 1 
Common carriers’ distilled spirits tax re- 
port and payment due. 
Gasoline tax report and payment due. 


August 14—— 
Oil and gas production tax first install- 
ment due (last day). 


August 15—— 

Beer and wine report and tax due. 

Common carriers’ report of alcoholic bev- 
erages imported due. 

Distilled spirits report and tax due. 

Personal income tax second installment 
due. 

Use fuel tax report and payment due. 


August 20—— 
Motor carriers’ gross receipts report and 
tax due. 


August 31 
Unsecured personal property tax due (last 
day). 
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COLORADO 


August 5—— 
Alcoholic beverage manufacturers’ report 
due. 
Motor carriers’ tax due. 
August 10 





Motor carriers’ report due. 


August 14— 
Sales tax report and payment due. 
Use tax report and payment due. 


August 15—— 
Coal mine owners’ report due. 
Coal tonnage tax and report due. 
Denver sales tax report and payment due. 


August 25—— 
Diesel fuel tax report and payment due. 
Gasoline tax report and payment due. 


CONNECTICUT 
August 15—— 
Corporations’ annual report and fee due. 
Gasoline use tax report and payment due. 
Motor carriers’ gross receipts tax due. 


August 20—— 
Alcoholic beverage tax return and pay- 
ment due. 


August 25—— 
Gasoline tax report and payment due. 


DELAWARE 
August 15— 
Alcoholic beverage report from manu- 
facturers and importers due. 
Filling .stations’ gasoline tax report due. 


August 31 
Distributors’ gasoline tax report and pay- 
ment and carriers’ report due. 





DISTRICT OF COLUMBIA 
August 1 
Bank gross earnings tax report due. 
Gas, electric and telephone company re- 

port due. 


August 10— 
Alcoholic beverage licensed manufacturer, 
wholesaler or retailer report due. 
Beer licensed manufacturer and whole- 
saler report due. 


August 15—— 
Beer tax due. 


August 20—— 
Sales and use tax report and payment 
due. 


August 25—— 
Gasoline tax report and payment due. 
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FLORIDA 

August 1 

Auto transportation 
and tax due. 


August 10—— 
Manufacturers’ and dealers’ alcoholic bev- 
erages report and tax due. 


August 15—— 

Dealers’, importers’ and carriers’ gasoline 
report due. 

Gasoline use tax and report and gasoline 
nondistributors’ and carriers’ report due. 

Motor vehicle fuel use tax report and 
payment due. 

Transporters’ and carriers’ alcoholic bev- 
erages report due. 


August 20-—— 
Sales, use, rental and admissions taxes 
and reports due. 


August 25—— 
Gasoline sales tax and storage tax report 
and payment due. 
Oil and gas production tax report and 
payment due. 





companies’ report 


GEORGIA 
August 10—— 
Cigar and cigarette wholesale dealers’ re- 
port due. 
Distilled spirits wholesale dealers’ report 
due. 
Motor carriers’ report due. 


August 15—— 
Malt beverage tax report due. 


August 20—— 
Gasoline tax report and payment due. 


IDAHO 


Second Monday 
Sleeping car companies’ report due. 


August 15—— 
Beer dealers’, brewers’ and wholesalers’ 
report due. 
Cigarette wholesalers’ drop shipment re- 
port due. 
Electric power companies’ 
tax due. 
Gasoline tax report and payment due. 


August 25—— 
Gasoline dealers’ report and payment due. 
Use fuel tax report and payment due. 





report and 


ILLINOIS 
August 10—— 
Motor carriers’ mileage tax report and 
payment due. 
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August 15—— 


Alcoholic beverage tax report due. 

Cigarette tax return due. 

Public utilities’ tax report and payment 
due. 

Sales tax report and payment due. 


August 20—— 
Gasoline tax report and payment due. 


August 30—— 
Transporters’ gasoline report due. 


INDIANA 
August 1—— 
Alcoholic vinous beverage tax due. 


August 10—— 


Cigarette distributors’ interstate business 


report due. 


August 15—— 
Alcoholic vinous beverage tax due. 


Cigarette distributors’ drop shipment re- 


port due. 
Use fuel tax report and payment due. 


August 20—— 


Bank and trust companies’ intangibles 


tax report due. 


Bank and trust companies’ share tax 


report and payment due. 


Building and loan production credit as- 
sociations’ intangibles tax report and 


payment due. 


August 25—— 


Distributors’ and carriers’ gasoline tax 


report and payment due. 


Fuel dealers’ use fuel tax report and 


payment due. 


IOWA 
August 1 
Corporation report due (last day). 


August 10—— 





Carriers’ gasoline tax report and pay- 


ment due. 


Class “A” permittees’ beer tax report 


and payment due. 


August 20—— 
Gasoline tax report and payment due. 


KANSAS 
August 10—— 
Malt beverage report due. 
August 15—— 


Alcoholic liquor manufacturer’s and dis- 


tributor’s report due. 


Carriers’ gasoline and fuel use tax report 


due. 
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Compensating tax report and payment 
due. 

Motor carriers’ gross ton mileage tax 
report and payment due. 


August 20—— 
Alcoholic liquor retailer’s report and pay- 
ment due. 
Sales tax report and payment due. 
Use fuel report and payment due. 


August 25—— 
Gasoline tax report and payment due. 


KENTUCKY 
August 10—— 
Distilled liquors blenders’ and rectifiers’ 
tax due. 


August 15—— 
Alcoholic beverage report due. 
Passenger carriers’ mileage tax due. 
Transporters’ fuel use tax report and 
payment due. 
August 20—— 
Cigarette wholesalers’ report due. 
Oil production tax report and payment 
due. 


August 31 

Amusement and entertainment report and 
tax due. 

Dealers’ and transporters’ gasoline tax 
report and payment due. 

Louisville income tax withholding agents’ 
payment due. 

Public utilities’ gross receipts tax report 
and payment due. 

Refiners’ and importers’ gasoline tax re- 
port due. 

Users’ motor vehicle fuel tax report and 
payment due. 





LOUISIANA 
August 1—— 
Public utility license and pipeline trans- 
portation tax due. 
Soft drinks tax report due. 
Tobacco tax report due. 
August 10—— 
Importers’ beer report due. 
Importers’ gasoline tax due. 
Importers’ kerosene tax report due. 
Importers’ lubricating oils report due. 


August 15—— 
Carriers’ beer report due. 
Carriers’ gasoline tax report due. 
Carriers’ kerosene tax report due. 
Carriers’ lubricating oils report due. 
Income tax second installment due. 
Intoxicating liquor report due. 
Soft drinks tax report due. 
Tobacco tax report due. 








August 20—— 
Beer wholesale dealers’ tax report and 
payment due. 
Fuel use tax report and payment due. 
Gasoline tax report and payment due. 
Kerosene tax report and payment due. 
Lubricating oils tax report and payment 
due. 
New Orleans sales and use tax report 
and payment due. 
Sales and use tax report and payment 
due. 
August 31—— 
Electricity generation and sales tax and 
power use tax report and payment due. 


MAINE 
August 1—— 
Cigarette distributors’ license fee due. 
August 10— 


Manufacturers and wholesalers of malt 
beverages, report due. 
August 25—— 
Use fuel tax report and payment due. 
August 31 
Gasoline tax report and payment due. 





MARYLAND 





August 1 
Bank share tax due. 
Property tax assessed by State Tax Com-.. 

mission due. 
Utilities’ gross receipts franchise tax due. 

August 10—— 

Admissions tax payment due. 
Beer tax report and payment due. 

August 15—— 

Sales and use tax report and payment 
due. 

August 30—— 

Purchasers of cargo lots of motor fuel, 
report due. 

August 31 
Gasoline tax report and payment due. 





MASSACHUSETTS 

August 10-—— 

Alcoholic beverage excise tax report and 

payment due. 

Meals excise tax report and payment due. 
August 20—— 

Tobacco tax report and payment due. 
August 31 

Motor fuel tax report and payment due. 





MICHIGAN 
August 5—— 
Carriers’ gasoline statement due. 





August 10—— 
Common and contract carriers’ report and 
fee due. 
August 15—— 
Sales tax report and payment due. 
Use tax report and payment due. 
August 20—— 
Cigarette tax report and payment due. 
Diesel fuel users’ report and payment 
due. 
Distributors’ gasoline tax report and pay- 
ment due. 
Fuel sold for use on vessels, tax due. 
Gas and oil severance tax report and pay- 
ment due (last day). 
August 31 
Corporations’ privilege fee and report due. 
Nonprofit corporations’ report due. 





MINNESOTA 
August 1 
Airline companies’ report due. 
Railroads’ leased freight car report due. 
August 10—— 
Wholesalers’, brewers’ and manufacturers’ 
alcoholic beverage report due. 
August 15—— 
Railroads’ semiannual gross earnings re- 
port due. 
August 20—— 
Cigarette tax report and payment due. 
August 23—— 
Distributors’ gasoline tax report and pay- 
ment due. 


Special use fuel tax report and payment 
due. 


Tractor fuel sellers’ report due. 





MISSISSIPPI 
August 5—— 
Factories’ report due. 


August 10— ; 
Admissions tax report and payment due. 
August 15—— . 
Carriers’ gasoline tax report and pay- 
ment due. 
Compensating (use) tax report and pay- 
ment due. 
Light wine and beer retailer, wholesaler 
and distributor report due. 
Manufacturers, distributors and whole- 
salers of tobacco, report due. 
Occupation (sales) tax and report due. 
Timber severance tax and report due. 
Use fuel tax report and payment due. 
August 20—— 
Gasoline distributors’, refiners’ and pro- 
cessors’ report and payment due. 
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August 25—— 


August 31 





Gas severance tax report and payment 
due. 

Oil and Gas Board maintenance charge 
due. 

Oil severance tax report and payment 
due. 





Carriers of passengers and property, fuel 
use tax report and payment due. 

Common and contract carriers of pas- 
sengers, gross revenue tax quarterly 
installment due. 

Use fuel tax and report on fuel other 
than gasoline due. 





MISSOURI 
August 5 
Nonintoxicating beer permittees’ report 
due. 


August 10—— 
Oil inspection tax report and payment 
due. 





Receivers of petroleum products, report 
due. 
August 15—— 
Alcoholic beverage sales report due. 
August 25—— 
Use fuel tax report and payment due. 
August 31 
First-class city property tax due (last 
day). 
Gasoline distributors’ report and pay- 
ment due. 


Soft drinks manufacturers’ report and 
payment due. 


MONTANA 
August 1 
Moving-picture theater licenses issued and 
tax due. 
August 15—— 
Brewers, wholesalers and transporters of 
beer, report and payment due. 
Carriers’ gasoline tax report due. 
Crude petroleum producers’ report due. 
Electric companies’ report and tax due. 
Gasoline tax report and payment due. 
August 29-—— 
Telephone companies’ tax and report due. 





4 
NEBRASKA 

August 10—— 

Cigarette distributors’ report due. 
August 15—— 

Alcoholic beverage manufacturers’ and 

wholesale distributors’ report due. 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 
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NEVADA 
First Monday—— 
Property tax quarterly installment due. 
August 10—— 
Liquor report by out-of-state vendors 
due. 
August 15—— 
Carriers’ gasoline tax report due. 
Manufacturers’ and importers’ alcoholic 
beverage report due. 
August 25—— : 
Dealers’ gasoline tax report and payment 
due. 
Fuel users’ tax report and payment due. 


NEW HAMPSHIRE 
August 10— 
Manufacturers’, wholesalers’ and import- 


ers’ alcoholic beverage report due; 
wholesalers’ payment due. 
August 15—— 
Use fuel tax report and payment due. 
August 31 





Motor fuel report and tax due. 


NEW JERSEY 

August 1 

Property tax quarterly installment due. 

Telephone, telegraph, express, parlor and 

sleeping car, gas and electric light, oil 

and pipeline companies’ gross receipts 
tax due. 


August 10—— 
Busses (interstate) report and excise tax 
due. 
Jitneys (municipal) gross receipts report 
and tax due. 


August 20—— 

Alcoholic beverage retail consumption and 
retail distribution licensees’ report and 
tax due. 

Cigarette distributors’ tax report and pay- 
ment due. 

August 25—— 
Busses (municipal) gross receipts report 
and tax due. 
August 30-—— 
Carriers’ gasoline tax report due. 
August 31 

Distributors’ gasoline report and payment 

ment due. 








NEW MEXICO 
August 15—— 
Occupational gross income tax report 
and payment due. 
Oil and gas conservation report due. 
Severance tax and report due. 


647 








August 20—— 
Motor carriers’ report and tax due. 
Pipeline operators’ license tax due. 
August 25—— 
Gasoline tax report and payment due. 


Use or compensating report and payment 
due. 


NEW YORK 





August 1 


State property tax semiannual installment 
due. 


August 15—— 
Transportation and transmission com- 
panies’ additional tax and report due. 


August 20—— 
Alcoholic beverage tax and report due. 


August 25—— 
Conduit companies’ tax and report due. 
New York City conduit companies’ tax 
and report due. 
New York City public utility excise re- 
turn and payment due. 


August 31 
Gasoline tax report and payment due. 
Insurance companies’ premium report and 

tax due. 
Water, gas, electric, etc., companies’ re- 
port and tax due. 





NORTH CAROLINA 

August 1 

Express, Pullman and telegraph corpo- 
rations’ report and tax due. 


August 10— 
Carriers’ gasoline tax report and payment 
due. 
Distributors and bottlers of unfortified 
wines, report and payment due. 
Railroads’ alcoholic beverage report due. 


August 15—— 
Sales tax report and payment due. 
Spirituous liquor tax due. 
Use tax report and payment due. 


August 20—— 


Distributors’ gasoline tax report and pay- 
ment due. 


Use fuel tax report and payment due. 





NORTH DAKOTA 

August 1 

Domestic corporations’ report and fee due 
(last day). 


August 10—— 
Cigarette distributors’ report due. 
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August 15—— 
Beer tax report and payment due. 
Gasoline tax report and payment due. 
Interstate motor carriers’ tax due. 
August 25—— 
Use fuel tax report and payment due. 


OHIO 
August 1 


Public utilities’ (except railroads and street, 
suburban and interurban railroads) ex- 
cise tax return due. 

August 10— 

Cigarette wholesalers’ report due. 

Classes “A” and “B” permittees’ alcoholic 
beverage report due. 

August 15—— 

Cigarette use tax and report due. 
August 20—— 

Dealers’ gasoline tax report due. 


August 30—— 
Carriers’ gasoline tax report due. 
August 31 


Foreign insurance companies’ premiums 
tax second installment due. 
Gasoline tax due. 








OKLAHOMA 
August 1 


Foreign corporations’ capital stock affi- 
davit due (last day). 
August 5—— 
Operators’ report of mines other than 
coal due. 
August 10—— 


Airports’ gross receipts report and tax due. 
due. 

Alcoholic beverage report and payment 
due. 

Cigarette wholesalers’, retailers’ and vend- 
ing-machine owners’ report due. 





August 15—— 
Carriers’ mileage tax report and payment 
due. 
Dealers’, retailers and carriers’ gasoline 


tax report due. 
Sales tax report and paymen, due. 
Tobacco wholesalers’, jobbers’ and ware- 
housemen’s report due. 


August 20—— 
Carriers’ use fuel tax report due. 
Coal mine operators’ report due. 
Distributors’ gasoline and imported gaso- 
line purchasers’ tax report and pay- 
ment due. 
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Rural electric cooperatives’ property tax 
return and payment due. 

Use fuel tax report and payment due. 

Use tax report and payment due. 


August 31 
Corporations’ license tax due. 
Corporations’ license tax report due 

(last day). 
Domestic and domesticated corporations’ 
information report due (last day). 
Oil, gas and mineral gross production 
report and payment due. 





OREGON 
August 15—— 
Corporation license tax due (last day). 
Property tax quarterly installment due. 
August 20—— 
Alcoholic beverage tax report and pay- 
ment due. 
Motor carrier report due if tax is paid 
as per Table A or B. 
Motor vehicle broker and forwarder pay- 
ment due. 
Use fuel tax report and payment due. 
August 25—— 
Gasoline tax report and payment due. 
August 31 
Motor carrier payment due if tax is paid 
as per Table A or B. 





PENNSYLVANIA 
August 10—— 
Importers of spirituous and vinous liquors, 
report due. 
Malt beverage report due. 
Soft drinks tax report due. 
August 15—— 
Employers’ return of tax withheld at 
source under Philadelphia income tax 





due. 
Manufacturers’ alcoholic beverage tax 
report and payment due. 
August 31 


Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


RHODE ISLAND 
August 1 
Bank deposit tax return and payment due. 


August 10—— 





Manufacturers’ alcoholic beverage re- 
port due. 
August 15—— 

Gasoline tax report and payment due. 
August 20-—— 


Sales and use tax return and payment due. 
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SOUTH CAROLINA 





August 1 
Alcoholic beverage wholesalers’ report of 
alcoholic beverages received due. 


August 10—— 
Admissions tax report and payment due. 
Alcoholic beverage wholesalers’ and re- 
tailers’ report of alcoholic beverage sales 
and additional tax due. 
Power tax return and payment due 
(last day). 


August 20—— 
Dealers’ fuel oil report due. 
Gasoline tax report and payment due. 


Users of fuel oil, tax return and pay- 
ment due. 


SOUTH DAKOTA 





August 1 
Motor carriers of passengers, tax due. 


August 10—— 
Interstate motor 
tax due. 


August 15—— 
Alcoholic beverage sales report due. 
Carriers’ and retail airplane fuel vendors’ 
gasoline tax report due. 
Carriers’ use fuel tax report due. 
Dealers’ gasoline tax due. 
Use fuel tax report and payment due. 


August 20—— 
Passenger mileage tax due. 


August 31 
Dealers’ gasoline tax report due. 


carriers’ report and 





TENNESSEE 
August 1—— 
Public utilities’ gross receipts report and 
tax due. 


Soft drink bottlers’ report and tax due. 
Theater tax report and payment due. 


August 10—— 
Alcoholic beverage report due (last day). 
Barrel tax on beer due. 
Carriers’ gasoline tax report due. 


August 15—— 
Carriers of use fuel, report due. 
Users of fuel, report due. 


August 20—— 
Distributors’ gasoline tax 
payment due. 
Oil production tax report and payment 
due, 
Sales and use tax report and payment due. 
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TEXAS 
August 15— 
Beer tax report and payment due. 
Oleomargarine dealers’ report and tax due. 
August 20—— 
Carriers’ motor fuel tax report due. 
Motor fuel tax report and payment due. 
Users of liquefied gases and liquid fuel, 
tax report and payment due. 
August 25—— 
Carbon black production tax report and 
payment due. 
Cement distributors’ tax report and pay- 
ment due. 
Natural gas production tax report and 
Prizes and awards of theaters, tax re- 
port and payment due. 


August 30— 
Oil production tax report and payment 
due. 
UTAH 
August 10— 


Carriers’ use fuel tax report due. 
Liquor licenses’ report due. 
August 15—— 
Use fuel tax report and payment due. 
August 25—— 
Carriers’ gasoline tax report due. 
Distributors’ and retailers’ gasoline tax 
report and payment due. 


VERMONT 
August 10—— 
Alcoholic beverage tax report and pay- 
ment due. 
August 15—— 
Electric light and power companies’ re- 
port and tax due. 
August 31 
Gasoline tax report and payment due. 





VIRGINIA 
August 10— 
Beer dealers’, bottlers’ and manufacturers’ 
report due. 
Warehousemen’s tobacco tax due. 
August 20—— 
Carriers’ gasoline tax report due. 
Dealers’ and resellers’ use fuel tax re- 
port due. 


August 31 





Gasoline tax report and payment due. 
Use fuel tax report and payment due. 


WASHINGTON 
August 10—— 
Brewers and manufacturers of malt prod- 
ucts, report due. 


August 15—— 
Butter substitutes report and payment 
due. 
Wholesalers’ cigarette drop shipment re- 
port due. 


August 20—— 
Use fuel tax report and payment due. 


August 25—— 
Carriers’ gasoline tax report due. 
Gasoline tax report and payment due. 


WEST VIRGINIA 


August 10— 
Alcoholic beverage tax report and pay- 
ment due. 


August 15—— 
Cigarette use tax report and payment due. 
Sales tax report and payment due. 


August 30—— 
Gasoline tax report and payment due. 


WISCONSIN 
August 1—— 
Income tax second installment due. 


August 10—— 
Alcoholic beverage tax report due. 
Cigarette wholesalers’ and manufacurers’ 
report due. 


August 15—— 
Railroads’ and street railways’ semiannual 
gross receipts report due. 


August 20—— 
Gasoline tax report and payment due. 


WYOMING 
August 10—— 
Carriers’ gasoline tax report due. 


August 15—— 
Dealers’ gasoline tax report due. 
Motor carriers’ report and tax due. 
Sales tax report and payment due. 
Use tax report and payment due. 
Wholesalers’ gasoline tax report and pay- 
ment due. 
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HE UNIVERSITY of West Virginia, in cooperation with the 

West Virginia Society of Certified Public Accountants and the 
West Virginia Bar Association, held its First Annual Institute of 
Accounting and Taxation in April, 1950. The remainder of this issue 
is devoted exclusively to papers presented at the Institute, some of 
them derived from authors’ manuscripts, others informally from the 
recorder’s transcript. Unfortunately, due to the limitation of space 
in this issue, a number of the papers have been omitted. 
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Basic Principles Underlying Tax Laws 


By EVERETT C. JOHNSON 
Partner, Arthur Andersen and Company, 
Certified Public Accountants, Chicago 


ROM THE BEGINNING of time, 

there have been three principles that 
are supposed to underlie any tax law. 
These principles are the groundwork on 
which all taxes supposedly are built. One 
is justice. Taxes are supposed to be just. 
Another one is equality and the third one 
is ability to pay. Almost any time you 
pick up a volume that has been written 
about taxes or an article that has been 
written about taxes, even though it may 
have been written many years ago, you 
will always see discussions of justice, of 
equality and of ability to pay. 


In our federal income tax law, the three 
have always been the basic groundwork on 
which the tax is levied. 


Justice and equality are principles that 
do not need too much explanation. Ability 
to pay, itself, does not need much explana- 
tion. However, there are certain aspects 
of ability to pay that have been developed 
to a great degree in our income tax law. 


Progressive Theory of Taxation 


These aspects result from the progressive 
theory of taxation—that as incomes in- 
crease, taxes should increase proportionately. 
Actually, the ability-to-pay theory of taxa- 
tion, which was first discussed some 1,300 
years B. C. by an Indian writer, does not 
necessarily carry with it the progressive 
theory of taxation. 


Ability ‘to pay is present in real estate 
taxes where if a man owns one acre of 
land, he pays tax at a certain rate on that 
acre. If he owns a hundred acres of land, 
he pays one hundred times as much as if 
he owned only one acre. It does not 
require that he pay on one hundred acres 
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a thousand times as much as he would 
pay on one acre. 


However, in adopting an income tax law 
in England, the question of progressive 
rates was considered and incorporated in 
the law. In adopting our income tax law 
in 1913, that theory was one of the basic 
underlying problems that was faced by 
Congress. 


A little note that Mr. Underwood read 
to Congress in 1913 when the first tax 
law was passed points out some of the 
basic philosophy on which the income tax 
law is supposedly grounded. He said: 


“Section 2 of the Bill imposes a tax upon 
the annual incomes of individuals and cor- 
porations. This is in response to the gen- 
eral demand for justice in taxation and to 
the long-standing need of an elastic and 
productive system of revenue. For twenty- 
five years a contest has been waged through- 
out the country in behalf of the adoption 
of a national income tax act as a permanent 
part of our fiscal system, and sentiment 
in favor of this movement finally became 
so strong that the people overturned the 
decision of the Supreme Court of the 
United States by writing into the Constitu- 
tion the first amendment within forty years. 


“For the fiscal vear ended June 30, 1912 
the government derived Three Hundred 
and Eleven Million Dollars from tariff taxes, 
that is, taxes raised solely on consumption. 
The amount each citizen contributes is 
governed not by his ability to pay, but 
by his consumption of the articles taxed. 
It requires as many yards of cloth to 
clothe and as many ounces of food to 
sustain the day laborer as the largest holder 
of invested wealth, vet each pays into the 
federal treasury a like amount of tax upon 
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the food he eats, while the former at 
present pays a larger rate of tax upon his 
cheap suit of clothing than the latter on 
the costly suit. The result is that the 
poorer classes bear the chief burden of 
cur custom taxation. 


“The tax on incomes is largely upon the 
ability to pay and it would be difficult to 
devise a tax fairer or cheaper of collection. 
This tax is now in effect in fifty-two 
foreign countries and states, and laws dif- 
fering in name, but similar in their effect, 
are in operation in France and Russia. 
When once enacted and given a reasonable 
trial, this law has never been repealed by 
any foreign country or state. 


“In connection with our legislative work 
of readjusting the old and setting up a 
new fiscal policy, Congress should eliminate 
the inequalities and abuses of the existing 
system of tariff taxation, reduce custom 
rates to a sound revenue basis, place maxi- 
mum rates on luxuries and equalize the 
tax burden and give productiveness to our 
revenue system. 


“From the beginning of the government 
our chief source of revenue, tariff taxation, 
has been fluctuating, inflexible, unstable and 
oftentimes unproductive, thus exposing the 
government to deficiencies and excesses 
with all their attendant embarrassments.” 


As you can see, the theory upon which 
they were working at that time was ability 
to pay. It is a very sound theory. It should 
work well, but, in practice in this country, 
I don’t think that it has worked well. 


When it passed the 1913 Act, Congress 
promulgated a law that was eighteen pages 
long. Today, the law consists of more than 
600 pages. The theory of progressive rates 
of taxation was adopted with the first 
income tax law and has stayed with us 
ever since. An attempt has been made to 
make that law work, to make it equitable, 
to make it just for all people. 


Problems in Making Tax Law Just 


Congress is always faced with problems 
of how to make a tax law just. If it passes 
a law, as it must, that levies a tax on an 
‘annual basis, how can it make a law just 
when it includes progressive rates if, in one 
instance, a man might earn all of his income 
for his lifetime in ten years and, in another 
case, a man will receive his income through, 
let us say; a trust fund and receive it over 
seventy years of life? He might receive 
exactly the same number of total dollars 
in seventy years as the other man earns 
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in ten. The man who receives his income 
over the seventy-year period will pay a 
much smaller total tax bill than the man 
who receives his income in ten years. That 
is one of the basic problems that has been 
present in consideration of tax laws where 
the progressive theory has been basic. 


What has happened with our progressive 
rates is just this: 


As soon as the law was passed, Congress 
began to recognize special situations that 
needed attention. One of the first was 
that the definition of income was all-in- 
clusive. It included gains on all sales and 
exchanges. It was not long before Con- 
gress realized that there were exchanges 
in which no gain was actually realized. 
A man might have stock in one company 
and by merging that company with another 
company, he would receive stock in the 
second corporation. Under the original 
law, the gain on that exchange would have 
been recognized; he would have had to 
pay a tax in dollars and cents where he 
had received no money and had actually 
nothing that he did not have before the 
exchange. 


So, one of the first new provisions that 
went into the Code or into the tax law 
at that time was the provision with respect 
to tax-free exchanges. 

Where did this lead? 


After a while, Congress realized that 
people were framing exchange transactions 
so that they would be tax free when, in 
reality, they should have been taxable. That 
was the development of one of our first 
series of loopholes in the tax law. 

We hear so much about loopholes. All 
the loopholes in the tax laws are the ones 
that have been deliberately opened by Con- 
gress to give relief to someone. After they 
grant relief to a few people in one instance, 
Congress finds that the relief provision has 
become a loophole for many others. It is 
then necessary for Congress to try to close 
that loophole for the undeserving taxpayers 
for whom it did not intend to grant relief. 
Our tax law has been just a series of such 
changes, many of which are intended to 
relieve inequities and are then followed 
by other changes to correct the inequities 
that the first provision created. 

What we have all the way through the 
law is an attempt to get equality, to get jus- 
tice, to make our tax law work and yet to have 
it conform with the ability-to-pay theory. 

It is rather difficult to see why a pro- 
fessional man who has, let us say, gone 
to the West Virginia University, secured 
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a bachelor’s degree, secured a master’s de- 
gree and secured a doctor’s degree, and 
who is all ready to go out to work at the 
young age of thirty after all that time in 
school should be penalized by a tax law. 
He will probably earn a great deal of money 
in the next twenty-five years if he is suc- 
cessful. Actually, he will probably get 
most of his income in the twenty years 
between the ages of thirty-five and fifty- 
five. He will pay, literally, through the 
nose in taxes if he is successful because 
of the graduated-rate theory and because 
of the annual-period theory of income 
taxation. 


One writer has suggested that one way 
to cure this is to base our income tax 
on lifetime income. I do not know how 
that would work. I do not know what 
the government would do in the meantime 
if they are only going to collect income 
taxes from an individual at his death. But 
while that solution would cure some of 
the problems, it would not cure all of the 
problems. You have problems resulting 
from attempts to include social legislation 
in our tax law, attempts to make the tax 
law produce changes in our economic struc- 
ture, in an endeavor to change the distribu- 
tion of wealth in the country. I believe 
that some of our extreme surtax rates have 
been founded on thinking of that type. 
That intensifies the problems of making a 
tax law just, making it equitable. It is 
almost impossible, as I see it, to have a just 
and equitable tax law based upon progres- 
sive rates. 


Examples of Difficulties Encountered 


I am going to discuss several different 
situations. In the first place, when you 
provide that taxable income, as it has been 
defined in our federal tax law, is to include 
almost everything, you will find that such 
income includes many things that are not 
received annually, such as capital gains 
that are more or less in the control of 
the recipient. A man need never sell stock 
in a corporation that he owns if he doesn’t 
want to unless, perhaps, his creditors force 
him to. He has in his control one source 
of income that is a major source of income, 
and he can realize it when he wants to or 
never if he so chooses. Capital gains are 
included in taxable income. The govern- 
ment found, after a few years of experience, 
that it did not get much income tax on 
capital gains because taxpayers were refus- 
ing to sell securities. The result was special 
treatment for capital gains. Then, as I 
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have mentioned before, we have special 
treatment for nontaxable transactions 
wherein reorganizations and other exchanges 
are held to be tax free. 


Congress has found it necessary to make 
any changes in the law in an endeavor 
to collect as much tax as possible from 
sales and exchanges of securities. Extremely 
high tax rates stifle business and reduce 
the tax revenue. High rates on capital 
gains also result in many plans to avoid 
such taxes. Congress is continually search- 
ing for the right answer to this complicated 
problem without too much success. Its 
failure stems largely from attempts to co- 
ordinate capital-gain tax rates with the 
severely graduated rates of individual surtax. 


Congress has attempted to recognize the 
fact that a man might realize a great deal 
of his income in a short period of time. 
The attempt to recognize this has very 
limited application. It has inserted a pro- 
vision that gives an inventor, a writer, a 
lawyer or anyone else who receives a great 
deal of income in one’ year after many 
vears of work the right to prorate that 
income back over the years during which 
he did the work. That is one attempt to 
correct our progressive tax theory so that 
it will be just. 


There are many, many other examples of 
that kind, but, in addition to those, we 
find other things creeping into our tax 
laws which you might call special privileges, 
attempts by people in certain industries 
to obtain special advantages. The claims 
are very often sound when these requests 
are made and adjustment is essential. One 
example is the oil industry which has 
depletion and intangible-drilling-cost provi- 
sions in the Code which are very helpful 
to the industry. These provisions enable 
the industry to attract capital. 


When those provisions were inserted in 
the law they were necessary. Today, al- 
most every industry needs some sort of 
relief of that kind. I do not know any 
of them that can attract the capital that 
they need. The reason industry cannot 
attract the capital that it needs goes right 
back to the internal revenue laws, because 
the progressive-rate theory has been ex- 
panded to such an extent that it does not 
induce people with huge fortunes or even 
with moderate fortunes to increase their 
earnings. It does not induce them to put 
money in risk capital in any business if 
there is any possibility at all that they 
might sustain a substantial loss. In addi- 


tion, even though some slight relief is 
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given for people who realize substantial 
income from a large venture in one year, 
there is nothing that gives adequate pro- 
tection for the corporate executive who 
makes a substantial income annually or 
for the professional man who makes a 
substantial income over a _ short period. 
There is nothing in the law to convince 
him that he should redouble his efforts to 
make more money. 


Deterrants to Progress 
in Progressive Theory 


The progressive theory has been carried 
to the point where it is definitely deterring 
people from doing what they could do to 
make more money, to develop ideas, to 
develop new products and to develop new 
businesses, such as was done when this 
country grew to its present power. 


What do we have today when Congress 
considers a new tax law? We have before 
Congress many groups pleading their cases 
with Congress, asking for special relief. 

Someone has suggested that the oil in- 
dustry is getting too big a concession, that 
its depletion rates are too high, that its 
intangible-drilling-cost allowances are too 
great, that such provisions should be tight- 
ened and that the oil industry ought to 
be forced to pay more tax. The oil in- 
dustry is in Washington fighting that attack. 
It wants to protect the advantages it has. 


Another big industry is the coal industry. 
Coal men are in Washington asking for in- 
creased depletion allowances. Coal com- 
panies are allowed to use five per cent of 
sales and their representatives feel that such 


a low rate is discriminatory considering 


the rate allowed oil companies. 


The people who make fur coats are in 
Washington saying that the excise tax on 
fur coats is unfair; it ought to be removed. 
Likewise, the people who distill liquor want 
their excise tax reduced or removed and 
railroads want the transportation tax re- 
duced or eliminated. 


All of the attempts that are being made 
by these groups are attempts to secure 
special privileges for their own industry 
as compared with some other industry. 
The real cause of high taxes is forgotten 
in this battle. The cause of the difficulty 
is the abnormally high cost of government. 

My hope is that some day we can get 
to the point where we will have a fair tax 
law that will be just and will be stable 
and will not be subject to fluctuation. 





My hope is that we will have a tax law 
where the definition of income does not 
change every year, where the rates of tax 
or the treatment of specific items doesn’t 
change every year, where the method of 
determining income is fixed and the ap- 
plication of a rate to it is simple and 
where a businessman can get back to con- 
ducting his business. The consideration 
of legislation can then be attacked properly. 


The real problem is government expendi- 
tures and how to keep them down to a 
level where the resulting tax will not be 
too great for us to pay. To accomplish 
this, we will have to get away from the 
extreme progressive rates we now have. 
We must go to a more uniform rate struc- 
ture. Whether that will ever be done, I 
do not know, but I think that is the only 
way in which we can hope to achieve a 
stable tax law, because as long as maximum 
rates are as high as seventy-five or eighty 
per cent of income, there will be severe 
inequalities that will need special relief. As 
long as there is a need for special relief, 
there will be special relief in the tax laws 
for some groups, the groups who are power- 
ful enough to convince Congress to adopt 
such measures. Therefore, I feel that the 
only way to secure real equality in taxa- 
tion is to have Congress pass a law pro- 
viding for a more uniform rate structure 
and also a more fixed tax law with a more 
definite definition of income that will not 
be changed from year to year. 


I should like to set forth a few examples 
of what happens under our present tax law 
with respect to business. 


About a month ago, a client informed 
me that his corporation owned some sixty 
per cent of the stock of another company 
and that the other forty per cent was 
owned by two individuals. They had a 
deal to sell stock of that company for $2.5 
million. The buyer corporation intended 
to buy the X Company and immediately 
liquidate it to get its assets. The client 
stated the problem as follows: “We are 
going to have a meeting of the buyer’s 
lawyers and accountants and our lawyers 
and accountants and we want to discuss 
this matter thoroughly and come to some 
plan whereby we pay a capital gains tax on 
the sale of our stocks and the purchaser 
gets as the cost of the assets he buys the 
price he pays.” The assets on the books 
of the company whose stock was being 
sold were recorded at a depreciated cost 
of about $1 million. The purchasing com- 
pany was going to pay $2.5 million for the 
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stock of the company being sold and wanted 
to use that $2.5 million as the cost of assets 
acquired on liquidation of that company. 


After some four days of consulting, dis- 
cussing and negotiating, it was finally de- 
cided that the sale should be just a simple 
sale of stock followed by a liquidation 
into the buying company of the company 
that it had purchased. By doing it that 
way, the buying company was assuming 
whatever tax risks were involved. 


This example demonstrates what happens 
under our complex tax laws to business 
transactions. Why should two groups of 
businessmen have some eight or ten lawyers 
and accountants closeted for four days to 
decide how to sell an asset? 


We have had other situations very simi- 
lar to that. In one case, a client actually 
went to the extreme of terminating a 
profitable business, liquidating its assets 
and reinvesting such assets in tax-exempt 
municipal bonds. All members of the client’s 
family were in the very top surtax brackets. 
They said they were not again going to 
worry about federal tax problems, since 
such problems are just too bothersome for 
the net income realized. 


Another example involved a president of 
a large corporation which operates a chain- 
store organization. His company has some 
150 branches. He takes greater delight in 
figuring out a way to reduce his tax by 
fifty dollars than he does in finding a way 
to sell $100,000 worth of merchandise. He 
spends practically all his time on taxes. 
His explanation is that on increased sales 
of $10,000, his corporation might realize 
a net profit of ten per cent or $1,000. Of 
this $1,000, at least $800 will go to the tax 
collector.‘ He can hire sales people to 
make sales and spend his time more profita- 
bly trying to hold his tax to a minimum. 
He is one of the best tax men I know. 
IT should like to hire him as a tax man, 
but he is busy solving his own tax problems. 


When you see that type of situation, see 
such things develop, see people who are 
so willing to spend time trying to reduce 
their taxes, people who are not anxious 
to make more money through business ven- 
tures, people who are more anxious to get 


more dollars that they can keep, you begin 
to realize where we have drifted. 


That is what our system of extremely 
progressive rates of surtax and our system 
of constantly rewriting the tax law in an 
attempt to secure equity by granting relief 
and closing loopholes has produced. 


Suggested Remedies 


I think that if we would adopt a tax- 
rate structure that is more uniform, with 
less progression, and also write a definition 
of taxable income which would not be full 
of loopholes or special privileges and which 
would follow a sound accounting definition 
of income, we would materially aid the 
nation. That would not be an easy thing 
to do; in fact, I think that would be very 
hard to do. I don’t know whether it 
would be possible to write a complete 
definition of income that would be sound 
for tax purposes and would follow sound 
accounting principles and would be one 
that would result in equitable dealings be- 
tween all taxpayers and the government. 
The definition would have to be all-inclu- 
sive and clear. 


We could then concentrate on reducing 
government costs. There are many needs 
for money; there are many things that 
the government can do much better than 
private individuals can do, and I am in 
favor of many parts of the program that 
have been adopted by Congress. However, 
I still think that there are many ways in 
which money can be saved in government 
and many places where waste is present in 
government. I would much rather see 
people devoting their attention to eliminat- 
ing waste in government, to seeing that 
the government spends its money properly, 
rather than devoting time to attempting 
to secure personal tax advantages through 
special tax provisions. An equitable, fixed 
tax law based on ability to pay but not on 
social reform would accomplish this. If 
we can get such an answer, I think we will 
be solving our tax problem so that people 
will be able to go about their business 
without devoting half of their time or some 
such proportion to taxes. [The End] 
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The Influence 


of Changing Tax Rates 
on Accounting and Auditing Procedures 


By WILLIAM W. WERNTZ 
Principal, Touche, Niven, Bailey and Smart, 
Certified Public Accountants 


ODAY’S ACCOUNTING—I am speak- 

ing primarily of financial accounting— 
owes a very considerable debt to this money- 
raising device which we call the income 
tax. It has been with us for about thirty- 
five years. It gave, and is still giving, a 
good deal of impetus to the claims of 
accounting as a social science. When it 
was first enacted, it became apparent rather 
quickly that soundly conceived and well- 
kept sets of records brought quite visible 
rewards in the form of less debate about 
tax matters, whereas their opposite, poor 
and incomplete records, led quickly to costly 
disputes and often to inability to demon- 
strate the merits of the taxpayer’s claim. 
Several of the clients that I have had, 
even in recent years—in the last couple of 
years—have gone into an accounting sys- 
tem, simply because they had gotten into 
a squabble with the tax people and weren’t 
going to do that again for reasons which 
they could prevent. 


I don’t want to dwell very long on this 
rather physical effect of the income tax 
but rather to turn to the effect of this 
kind of tax, to its history in the United 
States and to its effect on accounting 
thinking and to outline some of the prob- 
lems that are created because tax rates 
have a habit of changing. 


Of course, as far as corporation taxes go, 
when the rates were always low—and they 
really were low once—the fact that there 
was such a tax or even that it might vary 
a point or two had relatively little influence 
on accounting thinking, since the amounts 
involved were so minor. But when the 
rates got larger, consideration of tax con- 
sequences became.:an integral and, at times, 


a predominant part of our thinking about 
the problem. The question first arises even 
before there is any transaction; that is, the 
probable tax effects become a business con- 
sideration to be weighed before the trans- 
action is entered into. They may even be 
the principal motive for a transaction or 
for the choice of a particular kind of 
transaction which otherwise has no special 
business merit. These, however, are not 
truly effects on accounting but rather on 
the way business is done and, as such, 
beyond the scope of this article. 


Differences Between Tax 
and Financial Accounting 


But the first, and in many ways the most 
important direct effect on accounting think- 
ing is the emphasis laid on matching of 
expenses and revenue. Financial account- 
ing is, of course, a continuing affair inter- 
rupted only by reorganization, dissolution, 
sale of the business or similar circum- 
stances. Therefore, income and expenses 
ultimately and in any case get full recogni- 
tion in financial accounts. - However, even 
with carry-backs and carry-forwards, the 
income tax is, to a large extent, and for 
many years was almost entirely a year-by- 
year affair. For that reason, it is extremely 
important to get costs into the same year 
in which the revenues they generated were 
taxable. 

Taxpayers have not been always success- 
ful, unfortunately, in attaining this objec- 
tive, particularly in cases where income is 
received in advance of services to be ren- 
dered and where, in all too numerous 
instances, we find the cash received to be 
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taxable long before the cost of the service 
involved has been incurred. 


Then, on the cost side, there are a great 
many areas where the tax approach has 
assigned costs to a period far later than 
that in which general accounting would 
recognize the expense. Furthermore, even 
though it is a continuous process, in finan- 
cial accounting, there is every reason to 
attempt a fair approximation of these slowly 
accruing or inchoate losses and expenses 
long before they have become absolutely 
and finally determinable, and there are a 
lot of well-developed procedures for doing 
just that. On the other hand, tax account- 
ing rulings generally do not permit deduc- 
tions on the basis of estimates of possible 
expenses or losses, even where there is a 
great deal of fairly good data ‘and broad 
experience to demonstrate what the effect 
of this particular situation has been in 
transactions of the past. No doubt there 
is the fear that there is a purpose in shift- 
ing costs into high-tax-and-profit years and 
out of low-tax-and-profit years. With a 
few exceptions, such as depreciation and 
bad-debt allowances, tax recognition of costs 
and expenses is still based on the existence 
of an external event such as a sale or other 
visible disposal. 


Of course, there is one field in which 
business has gotten tax recognition of one 
rather intangible cost-period relationship— 
the LIFO principle with respect to most, 
and possibly too many, types of inventories. 
It must seem strange to someone who 
is not versed in our tax law to find that 
the relatively simple logic applicable to pre- 
payals of service and inchoate costs, such 
as warranties, is unacceptable, but, at the 
same time, to see the relatively abstruse 
concept of LIFO firmly imbedded in the 
law itself. 


Persons engaged in the field of financial 
accounting, in the last few years particularly, 
have been very much occupied with their 
own version of this idea of year-by-year 
accounting. There has been a great deal 
of effort and many words have been ex- 
pended in seeking a definition of net income 
for the year and in a search for practical 
means of putting that definition into every- 
day use. Quite properly, that search has 
covered not merely the area of actual trans- 
actions but has gone a considerable way 
into the field of past and future events; 
and it has sought, as a matter both of 
theory and of practice, to grapple with the 
question of changes in the purchasing power 
of the dollar. I am sure that the Study 
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of Business Income Group [sic] has been 
working on that for some time. 


This rather long introduction—I suppose 
it is an introduction—is intended merely 
to bring out some of the differences as a 
basis for discussion of the main point, the 
effect of tax accounting on financial account- 
ing. I can’t leave it, however, without 
pointing out that there are a great many 
other differences which are not in any way 
related to accounting except that they are 
facts which must be taken into account in 
preparing satisfactory financial statements. 
These differences arise from the fact that 
the income tax is or has become a statutory 
concept and, as such, embodies many policies 
and reflects many desires of a social and 
political nature. 


The power to tax income from whatever 
source derived, as set forth in the Sixteenth 
Amendment, is broad, leaving to the legis- 
lative branch the decision whether to tax 
all income alike or whether to tax different 
forms of income in different ways or at 
different rates. It was also left to the 
Congress to determine whether to tax all 
of the income from a particular source as 
such or whether to permit the making of 
certain deductions therefrom. If you will 
read the Tax Code, you will find that all 
and every one of these prerogatives has 
been exercised by Congress. Dividends re- 
ceived by corporations, for example, are 
taxed differently from their operating reve- 
nues. Deductible items are specified, at 
times, in general terms, in other instances, 
in very specific language. Certain categories 
of expenditures—charitable items, for ex- 
ample, or political contributions—are per- 
missible deductions only in limited amounts 
or not at all. There are various special 
forms of deductions which are authorized 
for particular industries, as, for example, 
percentage depletion. Sometimes the tax 
law is softened by special exemptions, relief 
provisions, in a general effort to benefit 
hardship cases. In other instances, the 
privilege of deduction for tax purposes is 
withheld where the expenditure in question 
is repugnant to public policy. 


It is apparent that in the drafting and 
interpretation of tax statutes, neither Con- 
gress nor those who advocate. particular 
tax provisions have felt obliged to exclude 
from consideration broad matters of public 
policy and national economic objectives, 
with the result that the tax law is often 
so drafted as to encourage certain types of 
activity and to discourage others. I have 
no desire nor would it be appropriate for 
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me to seek to put in issue the merits of 
such policies. I only point out that they 
are points of view or considerations which 
may and often do necessitate or at least 
result in tax requirements that are different 
from those generally agreed upon as appro- 
priate for financial purposes. 


Finally, there is another difference which 
bears particularly on the relationship be- 
tween financial and tax accounting. Tax- 
wise, of course, there is no such thing as 
a “surplus charge or credit.” Under tax 
practice, one deducts from all of the tax- 
able income of a given period all of the 
allowable deductions, the balance being net 
taxable income. For financial purposes, we 
have sought to improve on this rather 
blunt approach either by subdividing our 
income statement or by excluding some 
types of items therefrom. This creates 
a problem, since if the stream of income 
and costs is subdivided, logic might appear 
to require a subdivision of taxes computed 
on this total income, and if one part of the 
income stream results in a loss and the 
other a profit, we have the phenomenon of 
offsets and the possibility, perhaps, of making 
a profit out of a loss. 


Effects of Tax Accounting 
on Financial Accounting 


The central point, of course, is that to 
the financial accountant, the income tax 
that has been or must be paid is a fact to 
be accounted for. If the period in which 
the accountant finds it necessary or desira- 
ble to recognize revenue or expense is not 
the period in which the item is recognized 
for tax purposes, the financial accountant 
is faced with this problem: he must either 
ignore the tax effect and so, to some extent, 
* overstate or understate his net income or 
else he must, on one basis or another, 
estimate the ultimate tax effect by fore- 
telling the probable future tax rate. Neither 
of these alternatives makes a very happy 
solution. Moreover, the problem can be 
very important. 


In one case, an installment house had 
long been taking sales into financial income 
as they occurred but recognizing income, 
taxwise, as payment was received. In the 
financial accounts, provisions had been made 
for estimated taxes payable on the net in- 
come there shown, even though the actual 
tax would be payable over a collection 
period of as much as three years. How- 
ever, the tax provided in the financial 
accounts was estimated at the then cur- 


rent rates which, the time being before 
World War II, were relatively low. When 
the time came to pay the taxes thus pro- 
vided for, many things had changed. First, 
the basic rates had been greatly increased; 
in addition, an excess profits tax had been 
imposed; and, finally, due to war conditions, 
restrictions on credit had been imposed so 
that the even flow of installment sales was 
interrupted. As a result, the company found 
itself, first, with a very inadequate provi- 
sion for taxes on current collections of 
past installments, and, second, with a volume 
of taxable income due to the “doubling up” 
of sales because of credit restrictions which 
was high enough to throw it well into the 
excess profits tax brackets. By the time 
taxes were provided on the year’s collec- 
tions and cash sales, the whole of the 
earned surplus had disappeared, and the 
cash position of the company was by no 
means good. 


The contrary case can also occur where 
provision is made currently for a loss or 
expense, such as a write-down of invest- 
ments or properties, which may not be 
deductible for tax purposes. If the provi- 
sion is made gross, the current income will 
be reduced, and at some future period when 
sale takes place or worthlessness is prova- 
ble, financial income will be benefited by a 
reduction in taxable income and in taxes. 


These difficulties are present whenever 
rates are high but are intensified, of course, 
when rates are materially revised upward 
or downward; and there is always the 
added possibility that the benefit of tax 
deductions may be lost in whole or in 
part because of lack of income within the 
carry-back or carry-forward period permit- 
ted. It would seem, however, that the 
accountant should ordinarily consider whe- 
ther he should not apply at least the 
current rate of taxes against revenues re- 
flected in the income statement, but not 
yet recognized for tax purposes, and that, 
conversely, he ought to give some, though 
not necessarily full, effect to expected tax 
benefits when he is considering the size of 
the provision to be made against a foresee- 
able loss or expense not presently deducti- 
ble for tax purposes. Conservatism might 
perhaps cause him to lean somewhat to- 
ward a liberal provision against revenues, 
and a minimum reduction in connection 
with anticipated losses. I doubt, however, 
whether either a company or its account- 
ants can be held responsible, at least in the 
absence of unusually clear indications of a 
forthcoming change in rates, for foretelling 
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and so providing for tax effects at either 
more or less than current rates. That 
would, of course, exclude the very rare case 
where things had gotten to such a point 
that it was perfectly clear they were going 
up, as might have been true just before 
the war. 


It is also not demonstrable that account- 
ants have carried this idea in connection 
with loss provisions much beyond the area 
of unusual or nonrecurring items, and there 
is probably little reason to do so, since in 
the case of regular and recurrent differences, 
the items tend to offset from year to year, 
except to the extent there may be changes 
in volume. 


In a few cases which I have seen, this 
forward thinking about taxes has resulted 
in the appearance of a deferred-charge item 
on the balance sheet representing, it would 
seem, income taxes paid in advance of the 
time at which their offsetting income makes 
its appearance in the financial income state- 
ment. It is probably a logical extension of 
the effort to reconcile financial and tax- 
able income, although it has seemed to me 
to present a very difficult problem of inter- 
pretation to the average reader if not indeed 
to an experienced analyst. Its counter- 
part, on the other hand, has been quite 
generally accepted—the case in which an 
item is currently deducted for tax purposes 
but not for financial purposes, as might 
occur where bond discount is written off 
in a refunding operation for tax purposes 
but is spread over a period for financial 
purposes. Here it is generally agreed that 
at least so much of the item should be 
charged to income currently as will serve 
to offset the reduction in taxes, thus clear- 
ing future income statements of any tax 
effect of subsequent financial write-offs. In 
such cases, of course, no difficulty arises 
as to tax rates, since the actual rate paid is 
known at the time the item is taken. It 
would also appear to be similarly proner, 
where revenue must be currently taken 
for tax purposes but is deferred account- 
ingwise, to take into current income at 
least so much as will offset the tax paid 
on the whole, particularly where the item 
is nonrecurrent or unusual. 


There is a related point, which doesn’t 
truly involve changing rates but which is 
nevertheless closely related and has caused 
some wide differences of opinion, which is 
the question of what to do when, for 
accounting purposes, we exclude something 
from the income account because of its 
large size and lack of relation to the cur- 
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rent operations. If the excluded item is a 
loss or expense which is given tax effect 
during the current period, we then have 
the possible phenomenon of a substantial 
amount of income reported but less or 
even no taxes to pay. In one of the 
bulletins of the American Institute of 
Accountants, a recommended procedure is 
to show a tax on the reported income off- 
set by a credit against the loss wherever 
charged. This approach, as you may know, 
brought out a strongly adverse stand by 
the Securities and Exchange Commission 
which is developed at great length in its 
Accounting Series Release No. 53. It was 
quite fortunate, I think, that there was an 
alternative treatment found acceptable to 
both parties whereby a charge could be 
made to income in the amount of the tax 
reduction but described as a write-off of 
so much of whatever cost or loss was in- 
volved. However, I am still a little inclined 
toward the view taken by the Commission 
release. 


A case which I think is rather illuminating 
on this problem of tax benefits and financial 
income helps, I think, to prove the point. 
In this case, a company had filed separate 
returns for itself and for a wholly-owned 
subsidiary which, over the years, had built 
up a sizable operating deficit, financed, of 
course, by advances from its parent. This 
is another of those transactions which has 
no reason for being other than to obtain 
the benefits for tax purposes. The losses 
of the subsidiary had heen taken up in the 
consolidated financial statements, but there 
had been no tax benefits from them. Fur- 
thermore, the subsidiary carried some de- 
ferred experimental costs on its balance 
sheet and in consolidation which, for tax 
purposes, had been taken as expenses when 
incurred. The parent then acquired all of 
its subsidiary’s assets in partial liquidation 
of its advances and charged off, for tax 
purposes, both the rest of the advances and 
the stock investment which were evidently 
worthless since the subsidiary had no re- 
maining assets. When it came to pre- 
paring the consolidated financial statements, 
these were the facts to be presented: 


First, there was a sizable item of ex- 
perimental expense of the subsidiary which 
had previously appeared as a deferred asset 
but which now should be written off as a 
special charge; 


Second, there were operating losses of the 
subsidiary for the current year to be taken 
up; 
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Third, the parent, as an individual com- 
pany, had a large loss which, however, had 
already been reflected in the consolidated 
statements by inclusion of the subsidiary’s 
previous operations; 


Fourth, the loss so recognized for tax 
purposes was sufficient to offset all tax- 
able income and to establish a claim for 
refund of prior years’ taxes; and 


Fifth, and finally, income taxes for the 
current year were payable by two other 
consolidated subsidiaries which had filed 
separate returns. 


To try to follow the logical concepts of 
Bulletin No. 23 of the Institute, there 
would have to be shown at least the 
following: 


First, the amount of tax payable on the 
current income from operations of the par- 
ent and its subsidiaries; 


Second, the separate statement of the 
special write-offs and the related tax effect; 
and 


Third, some form of entry, probably 
through surplus, to reflect the tax reduc- 
tion effected by taking up tax losses in the 
current year which had already been recog- 
nized in prior years in the financial income 
accounts. 


All in all, there would have had to have 
been half a dozen income figures requiring 
rather intricate cross references and ex- 
planations. When you got through, the 
final net income shown under any of the 
methods would have been, in part, a statisti- 
cal sort of income, the figure that they 
would have had if they hadn’t decided to 
go through with this particular transaction 
in this particular year and had not had 
this particular past policy. It got to the 
point where the possibility of making a 
clear explanation in that form was aban- 
doned, and the bottom part of the state- 
ment was finally reduced to three items: 
first, income from consolidated operations 
for the year; second, the special charges 
for the year; and third, the net-tax refund 
claim. A note was then attached which 
sought to explain in running language just 
what the effect of this tax problem or 
transaction had been on the accounts for 
the year. It was a complexity of reporting 
financial income which was generated solely 
by tax considerations. Had it not been for 
that, the income statements would have 
run quite smoothly along from year to 
year. 


Extent to Which Financial Accounting 
Governed by Tax Accounting 


Our financial accounting problems as to 
changing tax rates arise, as we have seen, 
mostly from differences between tax and 
financial accounting. I am sure that in 
discussions of financial accounting most of 
us have had, at times, an unleopard-like ability 
to change our views as to the relevancy of 
particular tax decisions to a _ particular 
financial problem and have said that a par- 
ticular accounting method could not be 
followed because it would be unacceptable 
for tax purposes and would require the 
keeping of two sets of books. In other 
instances, I am sure we have said or have 
been told that a particular tax principle 
was not applicable to general accounts, 
because it was just one of those things 
you have to do for tax purposes and was 
obviously not the sort of thing to be used 
in financial accounting practice. In this, 
I suspect our attitude may often depend 
on which method we personally think is best. 


In one respect, at least, the solutions 
reached for tax purposes have a marked 
advantage over general accounting. By its 
nature, tax accounting requires a rather 
comprehensive and detailed set of rules, 
regulations, published interpretations and 
opinions. In addition, there are embodied 
in tax procedure well-established means for 
placing disputed issues before the appro- 
priate tribunals for final decisions. More 
important, the interests of the parties, in 
terms of dollars and cents, are so immedi- 
ate and important that the courts, including 
the Supreme Court, have had innumerable 
opportunities to decide and to discuss in 
their opinions those issues which are con- 
troversial. In contrast, the instances in 
which matters of financial accounting have 
come squarely before the courts are rare 
indeed. Despite differences which have been 
noted, the considered opinions rendered in 
tax cases can frequently be a valuable con- 
tribution to the discussion of finencial ac- 
counting questions, a contribution that has 
not, I think, been fully utilized in delibera- 
tions over the merits of financial account- 
ing practices. Such decisions must, of course, 
be approached with some caution to deter- 
mine whether the decision in the particular 
case was or was not founded on special 
considerations of the revenue not germane 
to financial accounts. To those, how- 
ever, who view accounting as a series of 
conventions devoid of and unrelated to 
any fundamental principles of its own, 
such court decisions must be controlling; 
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at least, under our law, that is the tradi- 
tional method of settling disputes on the 
facts or on the interpretation to be accorded 
social and business conduct. Of course, 
even to those who ascribe to accounting 
principles something more than the status 
of conventions, perhaps a status akin to 
economic principles, pertinent opinions of 
the courts must nevertheless stand as au- 
thorities not lightly to be disregarded. 


The difference between tax and financial 
practice is very important. It leaves finan- 
cial practice with far more flexibility and 
ability to meet current conditions than does 
the tax law. Furthermore, we are enabled 
to solve, in one way or another and for 
better or for worse, some of the differences 
that creep in between taxes and account- 
ing, so far as income and costs go. Still 
and all, it seems to me that we must give 
a good deal of recognition to tax account- 
ing, but we must have our financial account- 
ing standing on its own feet and its own 
reasoning. The fact that a particular prac- 
tice is used for tax purposes or, for that 
matter, any other recognized special pur- 
pose would obviously be entitled to careful 
consideration but would not be necessarily 


controlling; and I think financial account- 
ants must also be alert not to let tax or 
other special-purpose accounting warp their 
thinking or win by default so as to become 
accepted generally for financial purposes 
without full realization of the implications 
of such acceptance. One good illustration 
of such a possibility may perhaps be found 
in the history of depreciation practices that 
is being quoted so often in current dis- 
cussions about the income concept. It 
may well be that the present very wide- 
spread acceptance of strict straight-line 
depreciation to the exclusion of the diminish- 
ing balance and other systematic methods 
of allocation was due to the ready accept- 
ance of that method for tax purposes and 
the general effect of T. D. 4422. If we 
look backward, it is quite possible that some 
of the methods currently being considered 
and others might have developed much 
sooner and might have had much more 
ready acceptance had it not been for the 
fact that this tax acceptance exerted a 
deadening or, if not deadening, at least 
dampening effect on thinking about such 
problems as spreading plant costs over 
their useful lives. [The End] 


Milestones in Tax Litigation 


By MICHAEL D. BACHRACH 
Senior Partner, Bachrach, Sanderbeck 
and Company, Certified Public Accountants, 


Pittsburgh 


INCE the first income tax law was 

passed in 1913, many cases involving tax 
disputes have reached the Supreme Court of 
the United States. Some of them have pro- 
foundly affected the philosophy of taxation, 
and I have selected a few with which I 
believe every tax practitioner should be 
familiar. 


Doyle v. Mitchell Brothers Company 


The first one I should like to cite is 
Doyle v. Mitchell Brothers Company, 1 ustc 
117, decided by the Supreme Court of the 
United States in 1918. This case established 
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the principle that increase in value prior to 
the enactment of the income tax law is not 
taxable. This, of course, is not particularly 
important now because we have gone a 
great distance since 1913, but it also estab- 
lished a principle for which the case is still 
frequently cited, namely, that bookkeeping 
entries are merely evidentiary and; not con- 
clusive. So in your own tax practice, if 
you sometimes come across an entry in the 
books which is not what the owners of the 
business intended, you need not feel that 
you are bound by that entry but can rely 
instead on the true facts. There was a case 
recently which illustrates what I am saying. 
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A certain company owned a subsidiary 
and had advanced sums of money to the 
subsidiary company over a period of years. 
Eventually, the parent company sold the 
subsidiary and in determining the profit 
from the sale, it included all of the advances 
as part of the investment in the subsidiary. 
The government claimed that those advances 
were not part of the investment in the sub- 
sidiary, because they were shown on the 
books as accounts receivable and on the 
books of the subsidiary as accounts payable. 
The United States Tax Court held that 
since the evidence proved that the parent 
company did not intend the advances to be 
temporary loans but, rather, permanent 
capital, the facts rather than the book 
entries governed. 


Eisner v. Macomber 


The second case is Eisner v. Macomber, 
1 ustc J 32, decided in 1920. That case estab- 
lished the principle that stock dividends are 
exempt from income tax. It is interesting 
now to look back and see that four justices 
of the Supreme Court disagreed with that 
decision. Later on, in 1936, the Supreme 
Court, in a case known as Koshland v. 
Helvering, 36-1 ustc § 9294, made the first 
break in the long-established rule that stock 
dividends are exempt from income tax, and as 
a result of that decision, things. began to hap- 
pen. The regulations after 1936 no longer 
carried the flat statement that stock dividends 
are exempt from tax. The courts made vari- 
ous exceptions, so that now the only kind of 
stock dividend we feel reasonably sure is 
exempt from income tax is a dividend to 
common stockholders in common stock or a 
dividend in preferred on common if only 
common is outstanding. This subject is too 
involved for a detailed discussion at this 
- time, but I want to get across the point that 
the Eisner v. Macomber case is the one to 
recall whenever a discussion comes up re- 
lating to stock dividends. 


U. S. v. Anderson 


The third case which I think is important 
to tax practitioners is U. S. v. Anderson, 
1 ustc § 155, decided in 1926, which estab- 
lished the principle that a taxpayer reporting 
on the accrual basis must deduct from gross 
income all losses and expenses accruing dur- 
ing the year. This case involved a company 
engaged in manufacturing munitions. In the 
fall of 1916, Congress placed a tax on muni- 
tions, the tax to be paid in March of 1917. 
The company accrued the munitions tax 
on its books at the end of the year 


1916 but did not deduct it in the income 
tax report. In 1917 when it paid the tax, 
it attempted to deduct the amount in 
the 1917 return, presumably because it was 
better tax-wise to have the deduction in 
1917 than in 1916. The Supreme Court 
held that since the tax had accrued by the 
end of the year 1916, the rate of tax had 
been established and the amount could be 
determined; the fact that it was paid in the 
following year did not entitle the company 
to a deduction in the following year. 


Botany Worsted Mills v. U. S. 


Now we come to another Supreme Court 
case of interest, Botany Worsted Mills v. 
U. S., 1 ustc 9 348, decided in 1929. This 
case established the right of the Commis- 
sioner of Internal Revenue to question the 
reasonableness of compensation paid to 
officers or employees of a business. Before 
that time, business concerns were of the 
impression that they could pay whatever 
salaries they saw fit, and whatever they paid 
could be deducted in the income tax report. 
As the matter stands today, the Commis- 
sioner may not tell you how much compen- 
sation you may pay your employees, but he 
does have the right to say how much of that 
compensation he will permit you to deduct 
on your income tax report. 


However, a more important angle of the 
Botany Worsted Mills case, one which is 
now more frequently cited, is that settle- 
ment agreements other than closing agree- 
ments are not binding. In other words, if a 
revenue agent proposes a deficiency against 
a taxpayer and the taxpayer signs Form 
870 in which it is agreed that he will accept 
the deficiency and pay the tax, the fact that 
he signed that agreement does not prevent 
him from turning around, if the situation 
should justify it, and claiming a refund. If 
anybody asks you “How come?” or “How 


can he do that?” you can just quote Botany 
Worsted Mills. 


Lucas v. American Code Company 


My next case is Lucas v. American Code 
Company, 2 ustc { 483, which established 
the principle that reserves set up to cover 
contingent liabilities are not deductible in 
computing net income. Whenever taxpayers 
get the idea that they can save income taxes 
by setting up reserves for possible losses or 
possible liabilities, they are prevented from 
doing so under the American Code Company 
case, unless the liability has been definitely 
established. You must actually become obli- 
gated to pay the amount except that, con- 
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trary to the American Code Company case . 
where the amount had to be fixed, subse- 
quent cases in the lower courts indicate that 
so long as the deduction is not being con- 
tested, it may be claimed even if the exact 
computation of the amount of the liability is 
not available. 


In that connection, there was an inter- 
esting case in the United States Tax Court 
recently, ACF-Brill Motors Company, CCH 
Dec. 17,499. The taxpayer claimed the right 
to deduct in 1943 approximately $18,000 
for Pennsylvaia taxes paid in 1944. These 
taxes were owed by the predecessor company 
for the years 1936 through 1942, and litiga- 
tion in court was finally concluded in 1943. 
The actual payment of the tax was made in 
1944. The company wanted to take the 
deduction in 1943, and the government tried 
to make them go back and deduct the tax 
in the years 1936 to 1942 when the amounts 
were accrued on the books. The taxpayer 
objected on the ground that the liability 
was contested. The Tax Court held that the 
company was right and allowed the de- 
duction in 1943 because the amount could 
then be definitely computed. The actual 
payment was not made until 1944, but the 
tax was deductible in 1943 when the liability 
was finally settled. 


In other words, the rulé now is that when 
you are contesting a liability, you can take 
it either in the year in which the liability is 
settled or if you have paid the tax before 
the liability is settled, you can take it in the 
year in which you pay it. 


Lucas v. Earl 


The next case is Lucas v. Earl, 2 ustc 
{ 496. This case established the principle 
that a taxpayer cannot escape tax on income 
by assigning the income to someone else. 
If you are earning royalties or commissions 
or salary, you cannot, by assigning part of 
those royalties or commissions to your 
wife or to someone else, avoid the tax on 
those earnings. 


Lucas v. Ox Fibre Brush Company 


I should now like to discuss Lucas v. 
Ox Fibre Brush Company, 2 ustc J 522. Here 
is a case which held that a taxpayer may 
deduct, in the current year, additional com- 
pensation paid to employees for prior years. 
In this case, which was decided in 1930, the 
Supreme Court held that the phrase in the 
statute which says that “there shall be al- 
lowed reasonable compensation for personal 
services actually rendered” does not say 
that they must be rendered within the tax- 


West Virginia Institute 


able year. It is therefore important to keep 
this case in mind when, for example, the 
directors of a company are wondering, per- 
haps with an eye to the reduction of corpo- 
rate income taxes, whether they may pay 
additional compensation to the officers and 
are concerned about the possible disallow- 
ance thereof as unreasonable compensation. 
They can pass a resolution to pay these 
officers additional compensation for prior 
years, say from 1935 to 1939, during which 
years they did not get very much salary. 
The additional compensation paid in 1950 
for services rendered in 1935 to 1939 will be 
deductible in 1950 if the amount involved, 
plus what the officers previously received 
during the years 1935 to 1939, does not ex- 
ceed reasonable compensation for services 
rendered in those years. 


U. S. v. Kirby Lumber Company 


I will just mention the next case without 
going into any extended discussion of it. 
It was decided in U. S. v. Kirby Lumber 
Company, 2 ustc { 814, that a taxpayer realizes 
income from repurchasing his own obliga- 
tions at a discount. 


Commissioner v. Sansome 


Another case I should like to mention so 
that the name will be familiar is Commis- 
sioner v. Sansome, 3 ustc 9978. No tax 
practitioner can hold up his head with pride 
unless he is familiar with the name of this 
case. The principle involved in this case 
is that if corporation A takes over corpo- 
ration B, the accumulated earnings of cor- 
poration B become part of the accumulated 
earnings of corporation A. Well, you 
will say, that is simple enough; what differ- 
ence does it make? The answer is that it 
makes a difference to the shareholders of 
corporation A. If, later, corporation A 
should pay dividends in excess of its own 
surplus, the shareholders would like to con- 
sider the excess as a return of capital, but 
the Court held this to be not so until the 
surplus of the acquired company is also 
exhausted. I only mention this case so that 
if you ever hear the expression, the Sansome 
rule, you will know what it is. 


Gregory v. Helvering 


Here is a case that every tax practitioner 
must be sure to remember, Gregory v. 
Helvering, 35-1 ustc J 9043. This particular 
lady, Mrs. Evelyn Gregory, owned all the 
stock of a certain corporation. Among the 
assets of that corporation were 1,000 shares 
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of the stock of another company which had 
become very valuable. She received an offer 
for the 1,000 shares, that is, the company 
which she owned got a very good offer for 
the 1,000 shares. If the company which she 
owned sold the shares, two things would 
happen: first, the company would have to 
pay a tax on a sizeable profit, and, second, 
when the company distributed that money 
to Mrs. Gregory as a dividend, she would 
have to pay another tax. She consulted 
tax counsel who recommended to her that 
she arrange for a certain type of reorganiza- 
tion which, without my going into the details 
of how it was handled, resulted in the 1,000 
shares of stock getting into her hands tax 
free. The Commissioner of Internal Rev- 
enue admitted that what she did was strictly 
in accordance with that section of the Inter- 
nal Revenue Code which defines a tax-free 
reorganization, but he nevertheless assessed 
a tax against her on the ground that she 
had a regular dividend. The Board of Tax 
Appeals, now known as the United States 
Tax Court, held that the Commissioner 
could not tax her; what she had done 
was okay. First, it was a reorganization; 
second, it was the liquidation of the second- 
ary company from which she realized a 
capital gain; and from there one, there was 
nothing else. But the Commissioner didn’t 
get discouraged—he never gets discouraged 
when he loses—and he went to the court 
of appeals. The court of appeals agreed 
with the Commissioner, reversed the Tax 
Court and held the transaction was taxable. 
Whereupon the taxpayer didn’t get dis- 
couraged either. She went to the Supreme 
Court and, on January 7, 1935, the date 
of the decision, a lot of tax practitioners 
lost their bets that the lady would win— 


she lost. Nearly everyone felt that the Su-. 


. preme Court would agree that since she 
had followed the letter of the law, the trans- 
action was valid, because in a previous 
decision the Supreme Court had said that 
every taxpayer has a right to arrange his 
transactions with the least amount of tax, 
and that is just what she had done. The 
Court held that a reorganization which does 
not have a valid business, which means in 
effect any transaction which does not have 
a valid business purpose, will not be recog- 
nized for tax purposes. So if any of your 
clients get bright ideas about how they can 
save taxes by running around in circles, you 
can stop them in the middle of the merry- 
go-around by mentioning Gregory v. Helver- 
ing and two other very interesting cases, 
Adams and Bazley, which prove the Court 
was not fooling. 


Helvering v. Clifford 


I come now to the case of Helvering v. 
Clifford, 340-1 ustc J 9265. Mr. Clifford got 
the idea that he could save income tax by 
taking part of his securities and setting them 
up in a separate trust fund for five years, 
the income to go to his wife during that 
five-year period. After that it was to come 
back to him. The law says that if you 
give property away irrevocably, from then 
on the income is taxed to whoever gets it; 
but the Commissioner was not impressed, 
and he taxed the income to Mr. Clifford. 
That case went to the Supreme Court and, 
on February 26, 1940, the Court said that 
income from a short-term trust, although 
payable to someone other than the grantor, 
is nevertheless taxable to the grantor if 
he retains extensive control over the prin- 
cipal of the trust. In other words, that 
scheme did not work, and now the regula- 
tions say that any trust which is for a 
period of less than ten years will be com- 
pletely ignored. What is more, if the grantor 
or his wife retains any power over the 
trust and if it is for less than fifteen years, 
it will be ignored, and even if it is for more 
than fifteen years, it will be ignored if it 
is found that the grantor has the right 
to vote the stock, to direct how the invest- 
ment should be made or to substitute any 
of the property in the corpus of the trust. 


Commissioner v. Culbertson 


Finally, I want to mention Commissioner 
v. Culbertson, 49-1 ustc 1 9323. Some time 
around the year 1939 or 1940, the Com- 
missioner of Internal Revenue began to 
have his suspicions about family partner- 
ships. He began to suspect that perhaps 
some businessmen were establishing partner- 
ships with wives or other members of the 
family, not so much because they intended 
to carry on a business with the help of the 
wife or other member of the family but 
rather as a means of saving taxes. There- 
fore, the Commissioner issued instructions 
to the agents of the Bureau of Internal 
Revenue to challenge these family partner- 
ships, and make them prove that they are 
valid business partnerships. Two cases 
eventually reached the Supreme Court, and 
the theory of a family partnership received 
quite a setback. The Court held that unless 
the alleged partner either furnished original 
capital or furnished vital services, the part- 
nership would not be recognized. The 
application of this test resulted in a great 
deal of uncertainty, and finally, in 1949, the 


666 July, 1950 @ TAX ES— The Tax Magazine 








a om eet OA A 





— SS &F 


~~“ = (FoF 


awe ww ~w ~ >a-  -— oF 


~ 


iY oD 


nr OD me DOD 1 WM 


n 


Dp me ee WD OD 


Or mt 





Culbertson case was decided by the Supreme 


Court. This decision has somewhat tem- 
pered the tests which were thought to have 
been set down by the previous Supreme 
Court decisions, and the matter now stands 
as follows: 


The tests of original capital and vital 
services are not intended to be the sole 
criteria for a valid family partnership. The 
question is whether the parties in good faith 
and acting with a business purpose intended 





to join together in the present conduct of 
the enterprise. Since the Culbertson case 
was decided on June 27,.1949, a number of 
additional family partnership cases have 
come before the United States Tax Court 
and while there is evidence of a more liberal 
attitude on the part of the Tax Court, never- 
theless, it can now be discerned that the 
facts must show that there was a bona-fide 
intent in good faith to form a business part- 
nership, otherwise the partnership will not 
be recognized. [The End] 








Tax Savings 


By SAMUEL M. MONATT 
Certified Public Accountant, New York 


. . . Author, Farmers Income Tax 


HE ALCHEMIST of the Middle Ages 

was regarded by the uninitiated as a 
charlatan, because the popular conception 
at that time was that he tried to trans- 
mute metals into gold and tried to find a 
universal remedy for diseases. Today, we 
know that he was the father of modern 
chemistry and of related sciences. When a 
tax man speaks about tax savings, the 
popular conception seems to be that he is 
a charlatan alchemist of his day who is 
trying to transmute a tax liability into 
cash on hand by sham or sharp practices. 
Nothing could be further from the truth. 
Tax savings do not depend upon sham or 
sharp practices; neither do they depend on 
legal loopholes, such as the collapsible Holly- 
wood and building corporations recently 
referred to in the President’s tax message 
and now under consideration by Congress. 
Furthermore, tax savings do not depend 
on charity trust, educational and labor union 
devices described by Noah M. Mason, mem- 
ber of the House Ways and Means Com- 
mittee, in an article appearing in condensed 
form in the April issue of the Reader’s Digest 
under the title “Uncle Sam’s Untapped 
Tax Millions.” 


Tax savings depend on proper tax planning 
and are applicable to all types of taxpayers, 
regardless of the amount of taxable income 
and regardless of whether the taxpayer is 
an employee or an employer. 


West Virginia Institute 


Meaning of Proper Tax Planning 
Proper tax planning means that: 


(1) The tax effects of each transaction 
are reviewed when the transaction is con- 
templated; 


(2) Once the best tax method is deter- 
mined, it must be followed with meticulous 
care, and all evidence for the plan must be 
accumulated along the way; and 


(3) The data for each transaction are 
properly recorded on the books and records. 


Tax Planning Requirements 
for Residence 


Let us take as an example the tax plan- 
ning required for a residence. What are 
the tax planning requirements—(a) on acqui- 
sition, (b) during the holding period and 
(c) on sale or disposal? 


Upon the acquisition of the residence, 
we must be sure to have the proper tax 
basis. The proper tax basis depends upon 
the manner of acquisition. Therefore, if 
the residence is (1) purchased or built, use 
the cost; (2) inherited, use the fair market 
value at the date of death or the valuation 
used for federal estate tax purposes, which- 
ever is applicable; or (3) a gift, use the basis 
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to the donor or the fair market value at 
the date of the gift, whichever is applicable. 


Upon the acquisition of the residence, the 
taxpayer should know that his basis deter- 
mines the gain or loss on its sale. The 
loss, if any, is not recognized if the prop- 
erty remained his residence during the entire 
holding period, but, nevertheless, he must 
be able to prove that he had a loss instead 
of a profit on the sale. Some time ago, a 
taxpayer sold his residence and told us 
that he had a loss on the sale. When the 
time came to prove his basis, he could 
substantiate only a little more than three 
fourths of his alleged basis. The result 
was that a profit had to be reported even 
though the taxpayer was convinced of a 
loss. The taxpayer should know also that 
his basis may be important, if he converts 
the property to other uses, in order to 
accumulate depreciation and to prove a 
deductible loss on its sale. 


While the cost of purchase or the fair 
market value at the date of acquisition 
generally presents no difficulties to the tax- 
payer, it is not quite that simple to get 
the basis of the donor if the property were 
received as a gift or to get the cost of the 
property if it were built. During the 
construction of the building, the taxpayer 
must consider whether it is wise, from a 
taxation standpoint, to capitalize or to ex- 
pense the carrying charges, as permitted 
under Section 24 (a) (7) of the Code. 
Regardless of how the residence was acquired, 
a separate basis for the land should be 
established. 


During the holding period, our taxpayer 
must keep carefully the records of any 
improvements, betterments and additions 
which increase his basis. If the property 
is converted to other uses, the fair market 
value at the date of conversion must be 
established, since depreciation is allowed 
only from the date of conversion, based 
upon the lower of (1) the cost or other 
basis or (2) the fair market value at the 
time of conversion. If part of the residence 
is rented or is used for business purposes, 
only the depreciation allocable to that por- 
tion may be deducted. 

Loss on involuntary conversion of a resi- 
dence is limited to fire, storm and other 
casualty and must be established by the 
difference between the fair market value 
immediately before the loss and the fair 
market value immediately after the loss; 
the limit, however, is the basis of the prop- 
erty. Here, again, we have a tax saving if 
we can prove our loss. Every year many 


legitimate deductions on such losses are 
denied due to a lack of proper proof. 


The final tax planning starts at the time 
that the sale of the residence is contem- 
plated, but here, again, the maximum tax 
benefits cannot be obtained unless the previ- 
ously enumerated steps have been carefully 
followed. 


What plan is a taxpayer to follow in 
contemplating sale if the current market 
value is less than his cost? The taxpayer 
should know that a loss on a sale of a 
residence is not deductible, but that if he 
converts it to rental, a loss can be deducted 
on the following adjusted basis: 


(1) The lower of (a) cost if it is pur- 
chased or another basis if it is acquired by 
gift or inheritance or (b) the fair market 
value at the date of conversion, plus 


(2) improvements and expenses on the 
sale, less 


(3) depreciation allowable from the date 
of the conversion to the renting. 


The Tax Court, in Wood, CCH Dec. 
17,527(M), 9 TCM 142, denied a loss on 
the sale of a residence converted to rental, 
because the taxpayer was unable to sup- 
port his contention as to the fair market 
value of the property when it was con- 
verted to business use. In 1937 this tax- 
payer converted to rental use certain resi- 
dential property purchased in 1916 for 
$7,628.31. In 1945 the property was sold 
for a net price of $5,624.90. Obviously, 
there was no contest as to the facts, but 
the taxpayer had not planned his taxes pro- 
perly, and he had not followed the three 
steps sO very necessary in proper tax plan- 
ning. If he had, there would not have 
been any case before the Tax Court, since 
the revenue agent would have accepted his 
facts and would have allowed the deduc- 
tion. The result—Wood would have been 
twice richer, firstly, by saving taxes through 
the allowance of the deduction and, secondly, 
by saving the cost of litigation. 


Once a taxpayer decides that it is to his 
advantage, taxwise, to convert his residence 
to rental, he must actually rent it. Merely 
listing it for rent with real estate brokers 
or posting a “for rent” sign on the property 
does not constitute proper conversion. To 
allow a friend or a charity organization to 
occupy the dwelling rent free is also con- 
sidered improper conversion. 


But suppose the taxpayer’s residence in- 
creased in value, and he is facing a profit 
on the sale. In such an event, it may 
save him taxes to sell on the installment 
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plan. By limiting the initial payments in 
the year of sale to less than thirty per cent 
of the sales price, an installment sale is 
accomplished, and only the proportionate 
share of the profit applicable to the install- 
ments received each year need be reported 
each year. For example, let us assume 
that in 1950 Joe Taxconscious could sell 
his residence for $20,000. His tax basis for 
the property is $8,000; his 1950 taxable 
income after exemptions will be $8,000, and 
is estimated to be $4,000 in subsequent 
years. Joe Taxconscious, true to his name, 
would want to effect an installment sale, 
and thus would make sure not to receive 
more than $6,666.67 in 1950 (thirty per 
cent of $20,000) and would arrange for the 
payment of the balance of the sales price 
over a period subsequent to 1950. After 
due deliberation, he accepts only $2,000 in 
payments in 1950. On this he must report 
a taxable income of sixty per cent, since 
the profit on the sale of his residence is 
sixty per cent. Thus, a long-term capital 
gain of $1,200 is reported, only fifty per 
cent of which is taken into account. Joe 
Taxconscious’ tax for 1950, by filing a joint 
return with his wife, will be increased by 
$137.84 due to the sale of his residence. If 
we assume further that Joe Taxconscious 
arranged for payments of $9,000 in 1951 
and 1952, the total tax to be paid on the 
profit due to the sale of his residence will 
be $1,182.82, or 9.86 per cent of his total profit. 


His neighbor, John Taxunconscious, de- 
cided that he, too, would like to make a 
similar profit and promptly sold his house 
for the same price. His taxable income was 
the same as his neighbor’s, but, true to his 
name, he did not consider his tax and will 
receive payments amounting to $7,000 in 
1950 and 1951 and the balance in 1952. 
The result—John Taxunconscious will in- 
crease his taxable income in 1950 by the 
entire profit and pay a tax thereon of 
$1,443.20 or $260.38 more than his neighbor. 
Here we have identical facts, and vet, by 
proper tax planning, one taxpayer is $260.38 
richer than the other. 


Tax Savings Effected 
by Smaller-Income Individuals 


It is generally believed that a taxpayer 
must be a Croesus to benefit by tax plan- 
ning. To disprove this belief, let us see 
what happens to a young and single em- 
ployee who earns $75 per week. His present 
annual tax is $513. He falls in love with a 
girl, and the wedding bells are scheduled 
to ring on New Year’s Day. Shortly 
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before that date, he discovers that if he is 
married on New Year’s Eve, he will save 
$126 in taxes, because his bride will have 
had no earnings during the year; therefore, 
he is married on New Year’s Eve. 


After several years of married bliss, our 
happy couple decides to have a family, and 
mindful of their wedding present from Uncle 
Sam of $126, they wonder if he will also 
give the child a present upon his birth. 
By consulting Supplement T on Form 1040, 
they find that if their child is born in 
December of this year, rather than in Janu- 
ary of the next year, they will save $98 in 
taxes. A boy is born in December of that 
year. But since our couple is a typical 
American family, they decide that their 
boy should have a sister, and again our 
couple, who must support themselves and 
two children on $75 per week, consult their 
tax table and find that a December-born 
child will save them $100 in tax as com- 
pared to a January-born child. The mother 
said that this amount will buy the layette, 
and so it came to pass that a daughter 
was born in December. Thus far, our tax- 
wise couple have saved $324 in taxes merely 
by anticipating their wedding day and the 
birthdays of their children. 


However, unlike a fairy tale which stops 
after riches and happiness have been acquired, 
our couple still has other tax savings in 
view. They moved into a house in the 
suburbs, and the carrying charges, taxes 
and interest were $300 per year. Their 
church membership and other donations 
amounted to $100 per year. Their other 
deductions, such as auto license plates, 
gasoline taxes and so forth, amounted to 
$50 per annum. Still earning only $75 per 
week, our couple found themselves living 
on a budget which did not permit a great 
deal of luxury and savings for the future. 
By this time, their annual tax was $171.33. 


Is it possible to reduce this tax still 
further? In analyzing their taxes, they 
found that if they could arrange to pay a 
number of their allowable deductions twice 
in one year and skip such payments the 
next year, they could itemize their deduc- 
tions in the year of double payments and 
claim the standard deduction the year pay- 
ments were skipped. By anticipating inter- 
est payments, by paying church dues and 
donations, and by paying for license plates 
in January and December of one year and 
by skipping the payments the following 
year, the allowable deductions were $650 
in the year of double and anticipated pay- 
ments and $250 in the year of skipped 
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payments, rather than $450 each year, a 
tax saving of $23.56 every two years. 


As the children were growing up, they 
were planning to go to college, but the 
parents could not afford to send them on 
$75 per week. The children decided to 
earn their college money by working Satur- 
days and during vacations. Of course, they 
wanted to earn as much as possible each 
year. By working every Saturday and every 
vacation, their potential earnings would be 
$530 yearly apiece. However, their father, 
ever mindful of his income tax, consulted 
his tax book and found that if the children 
earned $530 per year, they would have to 
pay no tax, but he would lose them as an 
exemption. This would cost him $199.20 
additional tax. He had the children stop 
working after they had reached $499 each 
in earnings and promised them the difference 
of $31 as a gift. He was $137.20 richer 
each year by following this procedure. This 
process was repeated each year for eight years. 


Let us see how much our $75-per-week 
employee saved in taxes over his twenty- 
three years of married bliss: 


Tax saving on marriage ....... $ 126.00 
Tax saving on birth of first child 98.00 
Tax saving on birth of second 





NS er epee 100.00 
Tax saving on timing his allow- 

able deductions ten years at 

$23.56 235.60 
Tax saving by allowing his chil- 

dren to earn only $499 per 

annum as compared to $530 

per annum—eight years at 

I 368 iB og bth wre anes 1593.60 
ee ee $2153.20 


Please note that during all this time the 
taxpayer was a $75-per-week employee, 
and that the foregoing represents only part 
of the tax savings that he might have 
effected. 


If our employee had United States savings 
bonds, he could, under Section 42 (b), elect 
to accrue his accumulated interest in the 
year in which he takes the standard deduc- 
tion. Of course, the greatest tax saving 
on this election occurs during a year of 
low income. For example, assume that as 
of December 31, 1950, Joe Taxconscious 
will have accrued interest on United States 
savings bonds of $1,097. His income for 
1950 will be $1,800 due to a poor business 
year. Normally, his income approximates 
$4,900. Taxconscious elects to accrue the 
interest in 1950. As a result, he will pay 


a tax of $33 for 1950, based on a joint 
return and two dependents. Without his 
election, no tax would be payable for 1950, 
but, because of his choice, a three per cent tax 
will be payable on the accrued bond interest 
of $1,097. If Taxconscious waits until the 
bonds mature, assuming that in those years 
his earnings are normal at $4,900 each year, 
a tax of 16.6 per cent will be paid by him for 
every dollar of bond interest received. Thus, 
Taxconscious will save 13.6 per cent tax on 
the bond interest due to his 1950 election. 


Employers’ Tax Savings 


So far, we have viewed methods to effect 
tax savings by proper tax planning, and we 
also noted that tax savings can be accom- 
plished by low-bracket taxpayers, whether 
salaried or self-employed. Now let us view 
a number of employers’ tax savings. 


At the start of a business, serious con- 
sideration must be given to its organization. 
Since business ventures tend to be un- 
profitable during their initial years, an indi- 
vidual proprietorship or a partnership offers 
the advantages of net operating loss carry- 
backs to its owners to reduce taxes paid 
in prior years. A newly organized corpo- 
ration cannot carry back net operating 
losses but can only carry them forward 
in the hope of recouping them within the 
allowed carry-forward period. The result 
is that the individual or partnership has 
four years to apply net operating losses, 
whereas a corporation has only two years. 
In addition, corporate salaries received by 
stockholder employees constitute taxable 
income, but drawings by the individual 
proprietor or partner are nontaxable. If 
the business venture is unsuccessful, loss 
on partnership liquidation is fully deductible 
but loss on liquidation of a corporation is 
a capital loss and, as such, is subject to the 
capital loss provisions under Sections T17 
(d) and (e) of the Code. If the business 
venture is successfully operated as a pro- 
prietorship or a partnership, it can always 
be incorporated tax-free under Section 112 
(b) (5) of the Code. 

Oftentimes state franchise and income 
taxes also play an important factor in 
deciding the corporate versus noncorporate 
form of business. This factor is not appli- 
cable in West Virginia but is very impor- 
tant in the neighboring state of Pennsylvania. 

If a corporation is desired, then the stock- 
holder should consider loans versus capital. 
Interest is deductible expense of the corpo- 
ration and dividends are not. To the indi- 
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vidual recipient, interest and dividends are 
equally taxable. In case of loss, a loan 
becomes a nonbusiness bad debt and, as 
such, a short-term loss, whereas worthless 
stock is generally a long-term loss. An 
accrual-basis corporation can save taxes by 
the timely payment of salaries, interest and 
expenses to stockholders to avoid the dis- 
allowance of the deduction for such pay- 
ments under Section 24 (c) of the Code. 


The disallowance of the deduction of 
salaries to stockholder employees by a closely 
held corporation on the basis of reasonable- 
ness can be averted by establishing proper 
proof that such compensation is fair and 
reasonable. A taxpayer cannot afford to 
wait until the Commissioner disallows the 
salary and then scramble for proof of its 
reasonableness. Proof should be gathered 
at the time the salary is set. Compensation 
set on an arms-length basis can easily be 
substantiated if at the time of the setting 
of such compensation, the following factors are 
taken into consideration, with the proper proof : 


(1) The services and duties performed; 

(2) The responsibility assumed in per- 
formance of service; 

(3) The going-wage rates for similar serv- 
ice in the community or in the trade or 
business; 


(4) The qualification of the employee for 
the job, such as prior training or earnings; 

(5) The earnings of supervised employees ; 
and 

(6) The effect of the employee’s skill and 
ability on the earnings of the corporation. 


Sales of Businesses 


The sale of a business also poses tax 
problems and offers opportunities for tax 
savings. Assume that a taxpayer wishes 
to retire from his business. He has a son- 
in-law who knows the business well. Upon 
negotiation, the son-in-law buys the assets 
of the business, consisting solely of land, 
buildings and equipment, for $10,000. The 
price paid for these assets represents the 
fair market value at the date of sale. The 
father-in-law’s bill of sale is made out to 
the son-in-law and his wife. The father- 
in-law’s cost was $20,000, and he promptly 
deducts a loss of $10,000. Under similar 
circumstances, the Tax Court ruled in 
Simister, CCH Dec. 14,274, 4 TC 470, that 
only one half of the loss could be deducted 
by the father-in-law, namely, the loss on 
the transfer to the son-in-law. This is so 
because the son-in-law is not a member of 
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the family under Section 24 (b) (2) (d) 
(see Topek et al., CCH Dec. 16,095, 9 TC 
763). The other half of the loss, represent- 
ing a transfer to his daughter, was dis- 
allowed under Section 24 (b) (1) and (2). 
If the father-in-law had made his transfer 
solely to the son-in-law, the entire loss 
would have been deductible. Furthermore, 
the transfer to the son-in-law and his wife 
established a basis for them of $10,000. If 
in the future they sell the assets in excess 
of $10,000, taxable income must be reported 
for such excess. 


Tax Savings on Life Insurance 


As further proof of the tax savings which 
can be accomplished by just a little tax 
planning, let us examine the tax effects of 
the purchase of a life insurance policy on 
the life of a husband in instances where 
both he and his wife have separate incomes. 
Life insurance taken out by the husband 
on his life, with the wife as the beneficiary, 
becomes part of his estate for federal estate 
tax purposes in the event of his death. 
Life insurance paid by the wife on the life 
of her husband, with herself as beneficiary, 
is tax free to her in the event of his 
death. Such proceeds belong to the wife, 
since she pays the premiums and is at all 
times the rightful owner of the policy. 
As additional proof that she is the owner, 
the life insurance company will, upon re- 
quest, stamp the policy, stating that the 
wife owns the policy in her own right. 
The wife should be sure to pay the premiums 
with her own funds. In the event of her 
death prior to that of her husband, only 
the cash-surrender value of the insurance 
policy is includible in her estate. 


Estate Tax Savings 


Estate taxes can also be saved by the 
proper use of the marital deduction. In 
instances where both the husband and wife 
have taxable estates in their own rights, 
the marital deduction may increase the tax 
liability when it is viewed for both estates. 
Waived executor’s or administrator’s com- 
missions due to heirs receiving the bulk 
of the estate may save income taxes for 
the executor or administrator. Administra- 
tive expenses claimed under Section 29.23 
(a) 15 of Regulations 111 as a deduction 
on the estate income tax return Form 1041 
instead of the estate tax return Form 706 
may save taxes. 
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Summary 


Tax savings can be roughly classified 
into two categories: (1) those which occur 
annually; and (2) those which occur at 
infrequent intervals. 


Annual tax savings include: 


(1) Standard deductions versus actual de- 
ductions by planning the payment of such 
deductions in alternate years; 


(2) Joint returns versus separate returns 
through increased deductions of medical 
expenses and capital-loss carry-overs; 


(3) Credits for dependents by limiting 
the earnings of such dependents to less 
than $500 per annum; 


(4) Income-splitting of family members 
by the proper use of the family partnership; 


(5) Limitation of contributions and medi- 
cal expenses to the ceiling deductions per- 
mitted by law; 


(6) Careful segregation of travel expenses 
from entertainment expenses—the former 
are deductible from salaries and the latter 
are deductible only if actual deductions 
are claimed; 


(7) Observation of the holding period of 
capital assets with a view to short-term 
losses and long-term gains; 


(8) Preservation of the taxable income 
on an even keel by a cash-basis business 
taxpayer—this can often be accomplished 
by the payment of expenses before the year 
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Differences Between Accepted 
Accounting Principles and 


end in good business years and the defer- 
ment of such payment in bad business years; 


(9) Proper segregation of repairs from 
capital improvements; and 


(10) Claims for depreciation allowable in 
the proper year. 


These are only a few of the annual tax 
savings. There are many more. As a mat- 
ter of fact, there is hardly a section in the 
law on which no tax savings can be effected. 
Thus, proper tax planning requires full 
knowledge of the law, regulations and court 
decisions. There is only one way to get 
this knowledge and that is by reading 
constantly on taxes and keeping abreast of 
all changes. This is the first responsibility 
of a tax advisor. Next in line is long- 
distance tax planning which necessitates 
sound, proper and careful appraisal of all 
the facts and the examination of all the 
pros and cons of each problem. This study 
is followed by the execution of the plan in 
a meticulous and precise manner. Only 
such procedure will save taxes. It is im- 
possible to save taxes after the transactions 
have been closed or after the taxable year 
has ended. At that time, taxes can be 
reduced only by means of sham and sharp 
practices disguised by calling them tax sav- 
ings. Such methods are employed only by 
charlatans, and it is their activities which 
reach the newspaper headlines if their under- 
hand practices are uncovered. The legiti- 
mate tax advisor never reaches the head- 
lines. His work is appreciated not only 
by his clients but also by the tax department. 
[The End] 


By MAURICE E. PELOUBET 
Partner, Pogson, Peloubet and Company, 


HE DIFFERENCES between income as 
a basis for taxation and income as re- 
ported to stockholders or management arises 
from differing concepts of income and from 
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differing views. as to what income is and 


when it is to be brought into account. 


When we try to decide what is to be taxed 
rather than when it should be taxed, we 
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should, I think, go back to the original 
basis, that is, to the Sixteenth Amendment 
itself. The Sixteenth Amendment reads in 
full: “The Congress shall have power to 
lay and collect taxes on incomes, from 
whatever sources derived, without apportion- 
ment among the several States, and without 
regard to any census or enumeration.” That 
is the entire amendment—short, simple and, 
except in one respect, quite clear. The only 
difficulty is that of definition: What is in- 
come or what are incomes, to use the language 
of the amendment? A learned judge once 
said that a knowledge of algebra is not to be 
lightly imputed to legislators. Perhaps a 
knowledge of economics is not to be im- 
puted to legislators either, but surely a 
knowledge, in a general way, of the ordinary 
meaning of the words used in statutes and 
in other legislation, such as amendments to 
the Constitution, is fairly to be imputed to the 
legislatures which make such amendments. 


There must be some distinction between 
capital and income. Every dollar that we 
receive, that is our own to do with as we 
will, must be one or the other in the same 
way as the children in Private Willis’ song 
in Jolanthe where: 


“Every boy and every gal 

That’s born into the world alive 
Is either a little Liberal 

Or else a little Conservative.” 


Synonymous Concept 
of Capital and Income 


It is rather surprising, when we come to 
think of it, that the Sixteenth Amendment 
has never been interpreted either by the 
Bureau of Internal Revenue or by the courts 
as really meaning what it says. Without 
laboring the point too heavily and without 
making any pretense to a knowledge of 
constitutional law, it seems perfectly plain 
that the concepts of receipts on account of 
income and receipts on account of capital 
are entirely different and should be mutually 
exclusive. In Great Britain, in Canada and, 
I believe, in most of the British Dominions, 
this distinction is accepted as a fiscal and 
economic truism. No taxes are assessed on 
capital gains and no allowances are made 
for capital losses or wastage. 


A difference between capital and income 
was recognized for purposes of the Six- 
teenth Amendment in one special phase, 
for, on the passage of the amendment, what 
had been income before March 1, 1913, now 
became capital. All accumulations of any 
kind before that date were changed no 
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matter what their nature had been nor how 
they had been accumulated. After this 
supreme effort, however, the power of dis- 
tinguishing between capital and income 
seemed to desert the legislators and the 
Bureau of Internal Revenue for a long time. 
They thought that what came in was in- 
come, and this belief, coupled with a strong 
predilection for a cash basis, laid a broad 
and solid foundation on which to build a 
most elaborate and impressive superstruc- 
ture of complication and confusion. 

The more flagrant and manifest injustices 
of taxing capital gain were later on mitigated 
by allowing some corresponding special de- 
ductions. In the celebrated case of Eisner 
v. MacComber, we find the court citing with 
approval the definition laid down in Doyle 
v. Mitchell Brothers Company: “Income may 
be defined as the gain derived from capital, 
from labor, or from both combined,” al- 
though Mr. Justice Pitney added the astound- 
ing words, “provided it be understood to 
include profit gained through.a sale or con- 
version of capital assets to which it was 
applied in the Doyle case.” Here we have 
a clear and substantially accurate definition 
of income completely nullified by a proviso 
which states that gains on sale or conversion 
of capital assets should be treated as in- 
come. We know that the doctrine of Eisner 
v. MacComber, that stock dividends are held 
not to constitute any sort of realization of 
income, is being constantly nibbled at and 
whittled away by the Bureau of Internal 
Revenue. Realization is no longer the test, 
but a highly theoretical assumption of change 
of interest is substituted therefor. Even if 
we take the orginal doctrine of Eisner vw. 
MacComber as it stands, we still have the 
taxation of capital gains affirmed to be a 
proper exercise of the powers conferred on 
Congress under the Sixteenth Amendment 
and capital gains recognized as falling within 
the definition of income. 

Perhaps one reason or excuse for the 
insistence that capital gains are income is 
the assumption, which runs through the 
entire body of the federal income tax law 
and decisions, that a dollar is a dollar, that 
it never changes and that it always has the 
same constant value. If this assumption 
were true, there might be some merit in the 
contention that the purchase of property 
for one number of dollars and the sale 
thereof for a greater number actually pro- 
duce a profit. It assumes that every time 
there is a capital gain or loss, a sale at 
more or less than a fair market value is 
made either at the time of disposal, estab- 
lishing the gain, or at the time of acquisition, 
establishing the basis. This we know is con- 
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trary to everyday experience. We have all 
heard about the man who bought his house 
for $10,000, sold it for $20,000, paid his 
capital gains tax of $2,500 and bought a 
poorer house with the $17,500 he had left. 

Capital gains, in general, represent little 
more than the change in value of the mone- 
tary unit. There are isolated examples of 
real estate perhaps declining in price while 
the general price level rises, and there are 
cases where capital assets of some special 
or monopolistic* value may increase in value 
when there is a general price decline. These 
situations are quite infrequent, and, gener- 
ally, an apparent gain or loss on a capital 
transaction is only a reflection of a change 
in the value of the money in which the 
transaction is made. However, the doctrine 
of the Bureau of Internal Revenue and the 
conclusions of the income tax authorities 
are that the dollar does not change and 
more dollars are necessarily and always 
more income. To correct this misapprehen- 
sion, we may complicate our laws further 
by making special allowances for gains 
which represent nothing but changes in the 
monetary unit or we may simplify our rev- 
enue laws by eliminating capital gains or 
losses from taxable income. We will always 
have differences between taxable and cor- 
porate income so long as the present Treas- 
ury practices in the taxation of capital gains 
are in force. The difficulty experienced in 
arriving at proper depletion allowances is 
one of the results of the confusion between 
capital and income. The fantastically com- 
plicated provisions covering tax-free re- 
organizations are another example of the 
lengths to which the Bureau must go to 
avoid gross injustice in situations brought 
about by the failure to distinguish between 
capital and income transactions. 


Recognition of Difference 
Between Capital and Income 


Congress and the Bureau of Internal Rev- 
enue, however, have in some cases provided 
for the use of funds, which apparently rep- 
resent monetary gain, in such a way as to 
preserve the capital assets to the taxpayer. 
A special provision has been made to elimi- 
nate any tax liability upon the replacement, 
at an advanced cost, of property compul- 
sorily or involuntarily converted into cash 
or its equivalent as a result of its destruction 
or damage, condemnation or seizure. The 
difference between the cost basis of the in- 
voluntarily converted property and the 
amount received for it, although it appears 
to be as much a gain as any other capital 


transaction, is excluded from gross income 
if it is used to replace the property or is 
put into a fund for that particular purpose 
and used within a specified time. In this 
narrowly limited way, a sound basis that 
might be used for all capital gains and 
losses is recognized. 


During the war, the involuntary conver- 
sion of inventories carried on a LIFO basis 
was recognized as not producing a taxable 
gain. The gain was recognized and taxed 
but the tax was refunded when the inventory 
was replaced. In both these cases, replace- 
ment in fact has been considered necessary 
to confirm that the gain was actually of a 
capital nature and not to be taxed. 


A further recognition of the difference be- 
tween capital and income is seen in the 
differentiation in rates between capital gains 
and ordinary income. It seems to be illogi- 
cal in the extreme to say that a certain 
gain is not income but’ is, nevertheless, a 
taxable gain and then to say that, for that 
reason, it will be taxed at a different rate 
but will still be considered to be that which 
it is admitted it is not, namely, income. 
Strange as this procedure seems, it was the 
means used by Congress and the Bureau of 
Internal Revenue to eliminate the manifest 
difficulties and abuses which arose through 
allowance of capital losses as deductible 
from net income and the inclusion of capital 
gains as ordinary income. Many of us re- 
member the ridiculous results of the indis- 
criminate taxation of capital gains and 
allowances of capital losses in the twenties. 
Taxpayers would dig up securities of long- 
defunct companies formed to exploit im- 
possible inventions, to develop nonexistent 
mines or to manufacture some totally un- 
salable product and sell these securities for 
little or nothing, generally at auction. The 
chickens would then come home to roost, 
fat with deductions never thought possible. 
Worthless for any other purpose, these 
highly colored and handsomely - engraved 
evidences of financial indiscretions became 
of substantial value as tax deductions. Ob- 
viously, such practices, legal though they 
were and theoretically compatible with the 
all-inclusive economic ideas of Congress and 
the courts, could not be allowed to continue. 
As a general rule, on a monetary basis, ap- 
parent capital losses exceed apparent capital 
gains except when the value of the monetary 
unit is declining rapidly. At a time such as 
the middle thirties when the value of the 
monetary unit was steady or increasing and 
when commercial and business activities of 
all sorts were at a low ebb, the amount of 
apparent capital loss which could result was 
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enormous, and Congress rightly took steps 
to prevent the distortion of national income 
which would result by allowing all these 
capital losses as deductions from ordinary 
income. The means adopted for this pur- 
pose, however, were theoretically indefensi- 
ble as well as partial, discriminatory and 
unfair, but the general result was the one 
which had to be achieved. Limitation of 
losses and full taxation on gains are hardly 
an equitable tax basis, but this device was 
what was adopted by Congress for the dif- 
ficult times of the depression. The same result, 
on a better basis, would have been achieved by 
boldly exempting capital gains from taxation 
and disallowing all capital losses. 


Reasons for Differences Between 
Business and Taxable Income 


Perhaps one of the principal reasons for 
the differences between business income and 
taxable income is the persistent effort of the 
Bureau of Internal Revenue to bring trans- 
actions to some sort of a cash-realization 
basis, particularly transactions which result 
in expenses or deductions. 


George O. May, in the “Historic Fore- 
word” to the book Taxable and Business 
Income by D. T. Smith and J. K. Butters 
and published by the National Bureau of 
Economic Research, says of this cash basis 
that “the corporate excise tax for 1909 re- 
jected commercial practice and provided that 
cash receipt or payment should determine 
when items should be brought into account. 
But the proposal was so impracticable that 
it was never put into effect in measuring 
business income. Its only contribution to 
our system of taxation was a confusion of 
ideas which still exists.” A similar situation 
existed in Canada for many years, where an 
unsatisfactory law based on cash receipts 
and disbursements was largely and wisely 
disregarded in actual administration. A new 
act will correct the deficiencies of the former 
legislation and will confirm the administra- 
tion of the previous act. However, some of 
the most annoying if not most important 
discrepancies between business income and 
taxable income are directly traceable to the 
cash-basis concept. The disallowance of a 
number of reserves and provisions for lia- 
bilities which, while not reduced to legal 
obligations, are, nevertheless, certain to be 
paid is a very troublesome and unnecessary 
difference between corporate income and 
taxable income. 


Still another basic cause for discrepancies 
between commercial or business accounting 
and accounting for taxable income is the 
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apparent desire of the Bureau of Internal 
Revenue for rules and regulations which 
relieve the officials of the Bureau of the 
necessity for making determinations and de- 
cisions on a basis of fact and the purposes 
of the parties. An example of this desire to 
avoid decisions is the arbitrary rule requir- 
ing a ninety-five per cent ownership before 
a subsidiary corporation may be included in 
a consolidated return. Just how this par- 
ticular percentage was arrived at will, I 
imagine, always remain a mystery. It has 
no warrant in accounting literature nor in 
accepted practice; that is, there is no redson 
why a ninety-five-per-cent-owned subsidiary 
should not be consolidated, but neither is 
there any reason why an ownership of 
ninety per cent or eighty per cent should 
not have the same effect. The Securities 
and Exchange Commission permits consoli- 
dation of any subsidiary more than fifty per 
cent owned. In some cases, the Commission 
may require the consolidation of such sub- 
sidiaries. For ordinary commercial pur- 
poses, something in the neighborhood of 
seventy-five per cent is considered as either 
requiring or permitting consolidation, but 
this practice is neither general nor compul- 
sory. The general rule is probably closer to 
that of the SEC, namely, that any subsidiary 
more than fifty per cent owned may be 
consolidated, and if certain subsidiaries are 
not consolidated, there should be some defi- 
nite reason for their exclusion. As such a 
rule requires the use of judgment in each 
case, the ninety-five per cent rule is much 
simpler to administer. 

Another weakness in the administration 
of the consolidated returns provisions is the 
imposition of a penalty tax for the use of 
consolidated returns. Why should the use 
of an obviously correct method, permitted 
by the Bureau and, perhaps, even demanded 
by another government regulatory body, the 
Securities and Exchange Commission, and 
regularly permitted or demanded by the ex- 
pressed and agreed opinion of the account- 
ing profession, be taxed as though it were 
some special privilege or concession? 


Agreement Between Tax Accounting 
and Corporate Accounting 


In this article we are speaking of excep- 
tions, and we seem to be more interested in 
showing where tax accounting and corpo- 
rate accounting differ than where they agree. 
Generally, of course, tax and corporate ac- 
counting are in agreement, but it is the 
exceptions where careful revision is re- 
quired. There are some notable examples 
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where tax accounting and corporate account- 
ing are drawing closer together. Treasury 
Decision 5407 is a good illustration of this. 
In that decision, the Bureau of Internal 
Revenue recognized that certain industries, 
such as the fabricating of nonferrous metals, 
meat packing and the tanning of leather, 
had a long-continued business practice of 
carrying raw materials through the entire 
process as such and carrying manufacturing 
and betterment expenses through the records 
as a distinct and different element. In other 
words, at the end of a period, the inventory 
would consist not of so many pounds of 
brass sheets, rods, etc. or so many square 
feet of leather but so much copper, zinc or 
nickel and so much manufacturing expense 
or so many hides and so much betterment 
cost. This system of raw-material inventory 
must be used in those industries if their 
accounts are to be kept correctly and if they 
wish to apply current costs to current sales 
as provided for by the last-in, first-out 
method. The Bureau of Internal Revenue 
held several conftrences, formal and in- 
formal, between Bureau officials and repre- 
sentatives of industry, and with the cooperation 
of the industries, the Bureau issued a regu- 
lation which was satisfactory to both. While 
it probably has had little effect on the total 
amount of tax collected, it has simplified 
procedures and operations for both the 
Bureau and the taxpayers. 


Comments on Book Entitled 
Taxable and Business Income 


No attempt has been made in this article 
to present any exhaustive list of differences. 
The purpose has been, rather, to give a few 
general principles and some examples. The 
enumeration and explanation of those dif; 
ferences has been attempted several times, 
probably most successfully in the book 
Taxable and Business Income, noted above. 
In it they show a fully documented state- 
ment of the differences between actual in- 
come and business income. The principal 
differences are described and illustrated and 
their quantitative effect is estimated. A 
glance at the table of contents of this book 
gives a good idea of what these main dif- 
ferences are: Chapter I, a general discus- 
sion of the major differences; Chapter II, 
the differences in the basis for determining 
gain or loss on sale or disposal of property 
and the basis for depreciation and depletion; 
Chapter III, the income effect of deprecia- 
tion and depletion; Chapter IV, inventory 
accounting; Chapter V, bad debts; Chapter 
VI, interest, purchase and retirement of 


bonds and bond discount; Chapter VII, mis- 
cellaneous divergencies in income determina- 
tion, including tax-exempt interest, proceeds 
of insurance policies, dividends, capital gains 
and losses; and Chapter VIII, miscellaneous 
divergencies in deductions, including ex- 
penses held to be distribution of profits, 
reserves and research and development. 
Part II of the book is devoted to what we 
might call the quantitative or the total dollar 
analysis of differences. Mr. J. K. Lasser and 
the author of this article wrote an article, 
published in the Tax Law Review and re- 
printed in the Journal of Accountancy in 
March, 1949, which covers somewhat the 
same ground, although, of course, in a less 
detailed way. 


A basic difference, which does nothing to 
reduce the importance of the work of 
Messrs. Smith and Butters, between the ar- 
ticle and the book is the assumption in the 
Smith and Butters book that taxable income 
and corporate income actually are different 
and that there can be different and equally 
acceptable methods of determining the 
amounts of gross income and the deductions 
reducing that to the net income. Mr. Lasser 
and I took what I believe to be the sounder 
ground; that is, that there exists, somehow, 
somewhere, a correct figure for income and 
that it is the accountants’ job to determine 
that income as nearly as possible. The 
closest approximation to true income is that 
determined according to sound accounting 
practices by the accountants certifying to 
the financial statements. The only proper 
exceptions to the rule are special allowances 
or constitutional differences as, for instance, 
in the first group, depletion, and, in the 
second, tax-exempt interest. These, having 
nothing to do with accounting as such, can 
easily be eliminated from the calculation of 
taxable income to arrive at corporate income. 
It is my belief that the federal income tax 
law was intended, at its first enactment, to 
follow business practices except for those 
differences of a constitutional or a statutory 
nature. Other differences are generally the 
result of an effort to bring income into 
account more quickly than is proper or to 
deny or defer deductions. In the days when 
each year’s tax stood by itself, the Bureau 
might have gained by such a policy. At the 
present time, straining after deductions or 
straining to include income in any particular 
year is usually of no practical effect. Unless 
the rates change rapidly, there is little ulti- 
mate loss or advantage in including either 
income or deductions in a particular year so 
long as it is within the general range of the 
carry-back and the carry-forward provisions. 
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Prolonged disputes on rates of depreciation 
or on the timing of deductions for bad debts 
or worthless securities are neither practical 
nor fruitful under present conditions. The 
principal questions should be: “Is it a de- 
duction? Is it income?” If the answer is 
“ves,” then the timing of the income or 
deduction, under our present laws, is of 
little importance. Corporate taxes are, for 
all practical purposes, on an averaging basis. 
One of the advantages of the averaging basis 
is that it makes the distinction between years 
less important and less difficult. One of the 
great problems of accounting has always 
been to fit the actual operations of the busi- 
ness into the more or less rigid and artificial 
frame of a fixed accounting period. We 
know we must have accounts for these 
limited periods for many reasons. As one 
of our great accounting thinkers said during 
a discussion of this point: “If annual ac- 
counts were not indispensable, they would 
be indefensible.” This being so, why should 
not the Bureau take advantage of the aver- 
aging for federal income tax purposes. and 
be a little more liberal on when items are 
to be brought into account? 


Timing Question 


These differences between corporate and 
tax accounting are questions of timing. They 
should be entirely eliminated. Where there 
are real differences, such as the problems 
connected with capital gains and statutory 
and constitutional differences, they must be 
recognized, but the difficulties are usually 
not great. We will find that the items are 
few and easily distinguished. The other type 
of items of difference, depreciation, bad 
debts, reserve for guarantees of perform- 
ance and items of similar nature, are nothing 
more than matters of timing and, under our 
system of carry-forwards and carry-backs, 
will be brought into account so that the 
government will get its money without much 
delay. It is better for the economy as a 
whole that the taxpayer should pay his tax 
when he has the money and when it is 
convenient for him. The taxpayer should 
not be put in a difficult position by the Com- 
missioner of Internal Revenue in his con- 
stant endeavor to accelerate the taking of 
income into account and in his constant 
attempt to defer the taking into account of 
deductions. I am well aware that there is 
no published or declared policy to this effect, 
but I am also aware that this is the general 
tendency of most Treasury decisions and 
most Treasury actions. 
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I think the example of Treasury Decision 
5407, to which I have referred, while per- 
haps not important either from the point of 
view of revenue or because of the number 
of industries involved, is of very great im- 
portance in showing how the Bureau and 
industry can cooperate to make things work 
better, to make things convenient and to 
arrive at methods of accounting acceptable 
to the Bureau which have been useful and 
valuable to industry. We all know there 
will always be some differences between 
taxable income and corporate income, but 
we also know that the numerical majority of 
the differences are completely unnecessary 
and do not, in the long run or even in the 
moderately short run, result in any impor- 
tant difference in tax paid. The only results 
are confusion and expense for the taxpayer 
and administrative difficulty in the Bureau. 


I realize that there are complications in 
the tax laws which are there for equitable 
Or compassionate reasons. These, it is true, 
are more frequent in the personal income 
tax than in the tax relating to corporations. 
In any event, these should not be disturbed, 
but the difficult technical requirements which 
cause the small differences between taxable 
income and corporate income, particularly 
those relating to timing, should be elimi- 
nated. Whoever is theoretically right or 
wrong is of little importance. It is probable 
that corporate income is more nearly cor- 
rect theoretically, not because the corpora- 
tions are more virtuous or intelligent than 
the Bureau but because the pressures on the 
corporations for correct accounting are 
stronger. In any event, it would seem to 
be better for the Bureau to sit down with 
taxpayers and industries and endeavor to 
eliminate all the differences which have to 
do with timing. The Bureau’s attitude on 
operating reserves should be changed be- 
cause these do not, in the long run, affect 
income, but their proper use by taxpayers is 
of the utmost importance in practical ac- 
counting. In general, I think we might say 
that corporate accounts might be accepted 
in total except as they differ on constitu- 
tional grounds or because of the specific 
statutory allowances or provisions in the 
nature of special relief or for compassionate 
purposes. 

If we leave out of consideration great 
changes in rates of tax, which do not seem 
probable as the government is getting what 
it considers to be a minimum revenue and 
taxpayers believe rates are as high as are 
bearable, and if we assume that the several 
provisions of the law which have the effect 
of averaging are continued, there seems to 
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be no valid reason for the meticulous ad- 
justments made by the Bureau to bring cor- 
porate income into agreement with statutory 
and Bureau concepts not having to do with 
relief or compassionate allowances. 


I am certain representatives of any of the 
accounting or industry groups would be 
glad to cooperate with the Bureau in this 
type of painless and economical simplification. 


_ [The End] 


What to Do About Section 102 


By J. S. SEIDMAN 


. . « Of Seidman and Seidman, 
Certified Public Accountants, New York 


ECTION 102 is a provision in the law 

that imposes a penalty of an additional 
tax of between 27% per cent and thirty- 
eight per cent on a company’s undistributed 
income if the company’s affairs are so finagled 
as deliberately to avoid paying dividends 
to the stockholders in order to save the 
stockholders the tax that they otherwise 
would have to pay personally on these 
dividends. Section 102 has had companies 
in a dither as long as it has been in the law. 


Now the problem is what to do about it. 
My answer is very short and simple. I 
say, “Do nothing,” because anything that 
is done in the affirmative sense is likely 
to be smarter rather than smart. To me 
the best approach that a company can take 
with reference to Section 102 is to be 
natural or, as the song goes, “just doing 
what comes naturally.” If Section 102 is 
inevitable, relax and enjoy it. Any attempt 
at window-dressing can only hurt rather 
than help, because the tax pivots around the 
purpose of the company, and window-dressing 
is likely to be a superficial cover that will 
actually reveal the underlying purpose. 


I have said that companies have been in 
a dither about this tax. Actually, the 
penalty is a psychological penalty; in the 
last analysis it is a test of nerves. Maybe, 
more realistically, it is a test of the directors’ 
nerves, because it has been held that a 
director may become personally liable if he 
is responsible for handling the company’s 
affairs in such a way that because it omits 
payment of dividends, the company becomes 
subject to this penalty. Directors also are 
concerned because if the penalty does strike, 
it may have considerable bearing on the 
continued financial integrity of the company. 


In the last analysis, the real case for 
jitters is the uncertainty of the impact of 
the penalty, because there is nothing in 
the law that says how you are to know 
whether you have been committing hara- 
kiri on the dividend policy or not. Yet I 
submit that as a practice, in a realistic 
sense, there is very little uncertainty about 
the law or about this penalty because by 
and large accountants, if not the company 
itself, can pretty well smell out the situ- 
ation where this penalty is likely to strike. 


It never has been imposed upon any situ- 
ation except where something affirmative 
has been done or exists that gives rise to 
the accusation that the company’s affairs 
have been deliberately manipulated to save 
the stockholders tax. Situations arise where 
the company, instead of paying a dividend, 
has loaned money to the stockholders or, 
instead of paying a dividend, has retired 
stock or has put moneys into situations or 
investments wholly unrelated to the com- 
pany’s affairs. In truth, there is very little 
occasion or justification in terms of the 
uncertainty. Tax men will generally know, 
or the company will generally have done 
something that will prove of its own weight, 
that there is something to be worried about. 

Company managements are also concerned 
about the fact that perhaps this penalty, 
in the last analysis, is merely a matter of 
whose judgment is better—the director’s 
or the government’s—as to what the divi- 
dend should be. I feel that, too, is an un- 
justified fear, because there has never been 
any case, probably there never will be, where 
the penalty is imposed because of an. honest, 
good-faith difference in judgment or even 
an error of judgment if, when the error 
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becomes revealed, the company does some- 
thing about it in terms of a dividend policy. 
In the last analysis, this penalty really gets 
down to merely a courageous, bold approach 
to a company’s dividend policy. 


Application to Ordinary 
Business Company 


To prove my case, let us consider the 
situation from the standpoint of the ordi- 
nary business company, dismissing the hold- 
ing company or the investment company 
which, under the law, is presumed to run 
afoul of its penalty. Concerning its history, 
this penalty has been on the books in one 
way or another for over thrity-five years, 
and yet the total number of cases involving 
the penalty in all of these thirty-five years 
is a few more than three hundred. That 
in itself tells us from a practical stand- 
point that the impact of the penalty can- 
not be too extensive. Now, in these few 
more than three hundred cases, many of 
them involved this holding company situ- 
ation, where the defense necessarily would 
have been weak. In the cases that involved 
the ordinary business company, sixty per 
cent of the cases were won by the com- 
pany. The penalty was expunged, or at 
least the threat of penalty was eliminated 
by the courts. The government won only 
forty per cent of the cases. In other words, 
in the courts, the government asked for a 
little over $100 million in this penalty and 
got a little less than $25 million, which, 
for the more than 400,000 companies that 
exist and over a period of more than thirty- 
five years, does not make too drastic a basis 
for fear of a penalty. 


Of course, I recognize that the figures 
given involve only the court cases—those 
situations where the kettle boiled so much 
that it got to the over-boiling stage, that 
is, where the company had to be taken into 
court. In looking at the picture in terms 
of the administrative as distinguished from 
the courts, the dealing with-the problem 
with the government, I think we will find 
that the government’s administration of this 
penalty, maybe more than any single factor 
in the law, has been one of patience, one 
of fairness and one of leniency. Of course, 
we would apply that to every case but the 
ones of our own clients’, where the govern- 
ment might be trying to imply the penalty. 
The fact of the matter is that a revenue 
agent on his own cannot bring about the 
penalty. Every time this penalty is con- 
sidered by a revenue agent, his report and 
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his views must be reviewed by a person in 
the administration who is a specialist on 
the penalty, so that there is a double-check 
on the agent—and a very proficient check. 
The result is that over these thirty-five 
years, taking into consideration even the 
administrative cases as distinguished from 
court cases, the total number of situations 
in which the question of this penalty has 
been raiseg is less than 2,500. In those cases 
the government, through the effectiveness 
of protest prepared as advocated by Paul 
Seghers (see Taxes—The Tax Magazine, 
March, 1950, page 254), admitted at the 
outset that in twenty-five per cent of those 
cases it was wrong; in the other cases, the 
government asked for a little over $200 
million. The total amount that has been 
paid to date through the courts and the 
government, under this penalty, is $59 million. 

That is a very small amount, considering 
the tremendous amount of high blood pres- 
sure and discussion that has been raised 
about this penalty provision. Furthermore, 
as a practical matter, there are many situ- 
ations where the company and its stock- 
holders are much better off paying the 
penalty rather than declaring dividends. 
The arithmetic of that situation is very 
simple. The maximum effect of the penalty, 
because of some of the peculiarities of 
computation, is to involve an additional 
income tax, on the corporation, of twenty- 
four per cent. That is the maximum penalty. 
The company pays an income tax of thirty- 
eighth per cent, making a total tax of 
sixty-two per cent on the company if the 
penalty is involved. An individual begins 
to pay a sixty-two per cent tax rate when 
his income is $44,000 or more, if he’s single. 
It stands to reason, therefore, that that 
individual who has more than $44,000 of 
income is better off letting the company 
hold on to the money and even, if neces- 
sary, paying the penalty, than he is getting 
the dividend and paying more than sixty- 
two per cent of it to the government, 
providing an interesting and, in my opinion, 
an alleviated arithmetic background with 
which to approach this penalty. 


Let us consider some of the technical 
aspects. The penalty pivots around one 
thing and one thing alone, and that is 
what was the company thinking about? 
It is imposed upon a purpose, and I em- 
phasize that fact because the common con- 
ception of the penalty is that it is imposed 
on companies that unreasonably build up 
their interests. The unreasonableness has 
nothing to do with it except in this sense 
—that if there is an unreasonable accumu- 
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lation of earnings then there is a presump- 
tion that the penalty is to apply. But 
actually the only thing that counts is 
whether the company has been deliberately 
trying to save tax for the stockholders. 
If that purpose is present, then it does 
not make any difference how reasonable 
cr unreasonable the amount of earnings 
may be or the amount of the accumulation, 
the penalty still applies. On the Sther hand, 
if there isn’t that purpose—if the reason 
for holding on to the earnings or not de- 
claring dividends has nothing to do with 
the stockholder situation—then it doesn’t 
make any difference how unreasonable the 
accumulation of earnings is, the penalty 
does not apply. 


For example, suppose these are the facts: 


The deliberate and only purpose that a 
company has for not declaring dividends 
is that the directors are scheming to de- 
press the value of the stock or to freeze 
out preferred stockholders who have a large 
accumulation of dividends or to try to 
avoid the personal creditors of a_ stock. 
lf those are the reasons and the only rea- 
sons, so far as I am concerned, it is impossible 
for the penalty to be imposed. 


Suppose the directors have nothing to do 
with the stockholders. They are not stock- 
holders themselves and they haven’t the 
slightest idea of what the personal income 
tax situation of the stockholders may be; 
if those are the facts and the only facts, 
again this penalty cannot apply. 

Obviously, under those circumstances it 
is clear that a small company is likely to 
be more vulnerable to the penalty than 
the large company, because in the large 
company you may have a complete segrega- 
tion or lack of knowledge between the 
management on the one part and the stock- 
holders and their personal tax affairs on 
the other. In the small company the two 
of them are really one and the same thing. 
It is in the smaller company situation that 
the penalty is more likely to find its roots 
than in the larger company. The smaller 
company is frail. 


What Constitutes ‘“‘Illicit Purpose’’? 


Since the purpose is the thing that counts, 
how do we discover or determine when we 
have the illicit purpose? It is when we 
have done things that in effect imply—if 
they don’t show it—that the company is 
fooling around with its dividend policy 
in order to save tax for its stockholders. 





There are a great number of tricks that 
taxpayers have performed with it without 
our knowledge and approval. For example, 
the “thin” corporation involves the situ- 
ation where a corporation is organized. 
Perhaps the company needs $100,000. That 
amount is put in in this way: $1,000 for 
capital and $99,000 for a loan, the idea 
being that when the company begins to 
make money, instead of having to declare 
dividends out, the stockholders will take 
the money out by paying its loan. It is 
a thin company because its capital is thin 
—so thin that the company is emaciated 
at the very start. Now that type of plan- 
ning, that type of thinking, is one of the 
cues or clues that the government can 
properly have, evidencing a policy on the 
part of the company to avoid the payment 
of dividends in order to save the stock- 
holders tax. You get the same sort of 
thing where a company has started with 
$100,000 as capital, and now has made an- 
other $100,000; it doesn’t want to declare 
dividends, but it does want to put $50,000 
in the hands of the stockholder, and so 
the company, instead of declaring a divi- 
dend, buys up half of its own stock from 
the stockholder or stockholders. Again 
there is a situation that gives the govern- 
ment an opportunity to assert this penalty. 


Sometimes a company, in order to do a 
little window-dressing, will go out if its 
way unnecessarily to borrow money to 
make it appear that there is a liability; or 
they will buy unnecessary amounts of in- 
ventory; or they will construct unnecessary 
plants; or they will buy up companies un- 
necessarily—all with a view to trying to 
make it appear that they have consumed 
their liquidity and cannot declare a dividend. 
As far as I am concerned, when it comes 
to this penalty, those tactics are beautiful 
but dumb. 

Sometimes a company will say that it 
is holding on to its money because it has 
certain plans in the wind, and it needs 
that money for constructing a building or 
buying out a competitor or having to sur- 
vive a price war. Well, those claims are 
all right, provided that at some time or 
another it be recognized that those plans must 
materialize. If they don’t, the reason for 
holding back that money no longer exists and 
there is then that amount of surplus money 
available for dividends, unless something new 
has come into the picture. 


I think the most revealing of all in 
terms of a company that is likely to be 
held as a culprit for the purpose of this 
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penalty is the tax history of the company. 
For example, you may find this sort of a 
background: while there are low income 
taxes Or income tax rates, there is a com- 
pany, but if there are excess profit laws 
passed on companies, the company dissolves 
and becomes a partnership; then the excess 
tax laws are removed, so the partnership 
is incorporated. That sort of a see-sawing 
process is indicative of the fact that, at 
least, the company is tax-conscious, and while 
there is nothing wrong in being tax-conscious, 
there is something wrong so far as this penalty 
is concerned in being tax-conscious about the 
stockholders’ situation. 


Sometimes little bits, such as these, in 
the company’s history will prove its un- 
doing: a company declares a dividend at 
the end of the year, and there has been a 
change in the personal tax rate, so that if 
the dividend is paid in the next year, the 
stockholders are going to be able to pay a 
lower rate of tax than if the dividend is 
paid in the current year, or vice versa. If 
the company has had a regular dividend 
policy whereby the dividend has always 
been paid before the close of the year, and 
now because there has been a change in 
rates to individuals, the company shifts 
over and makes that dividend payable in 
the next year in order to save tax for the 
stockholders, again there is a tax-conscious 
situation designed for the benefit of the 
stockholders and, therefore, likely to bring 
the penalty into play. 

Those are the adverse things. Those are 
the things that may prove a company to 
be in a bad way. 


Constructive Side of Problem 


Now let us consider the more constructive, 
the good things. What are the sort of 
things and what are the purposes that will 
appeal in warding off the penalty? The 
best reason for a company’s holding onto 
money is for its own growth—for building 
itself up so that it can become larger and 
larger. No company is expected to be or 
required to be static. Every company has 
the right to aspire to growth. Further- 
more, in this process of growth, no com- 
pany is required to go out and borrow or 
to hock itself in order to grow. Every 
company has the right to grow from with- 
in its own financial resources and, of course, 
that is particularly true or necessary in 
the case of the small company, because 
the small company does not have access 
to the financial or capital markets that a 
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large company has. Defending on the ground 
that the money is needed for financial 
growth gives a company the best possible 
base. Of course, there is a limit to which 
that argument can be pulled, and so how 
do we measure the amount that can be 
retained for growth? 


For that purpose I begin radically to de- 
part from normal accounting concepts. In 
accounting we know, cash, accounts re- 
ceivable, merchandise and inventory, are con- 
sidered as current assets. For the purpose 
of determining how much a company needs 
for growth, it is my opinion that the con- 
ception of those items as current assets 
has a basic fallacy and is, in fact, a factor, 
because every company in order to operate 
has to have a certain amount of cash; it 
has to have a certain amount of receivables 
and the extension of credit; and it must 
have a certain amount of inventory. With- 
out those three factors it cannot do busi- 
ness, and to that extent, therefore, those 
assets in those amounts are fixed assets, 
not current. Therefore, in determining the 
liquidity of a company for the purpose of 
this penalty, the amount that is necessary 
for growth, the only justified comparison is 
the excess cash, the excess receivables and 
the excess inventory in relation to all of the 
liabilities of the company. Perhaps another 
way of approaching it would be to com- 
pare the cash and receivables to the total 
amount of liabilities, since liabilities can- 
not be paid in inventory. Another way of 
approaching it is to determine the total 
amount of operating expenses of the com- 
pany, the fixed irreducible amount that the 
the company must have to keep its doors 
open in the face of good business or bad. 
It has already been held by one of the 
courts that a company is justified in retain- 
ing as surplus at least one year’s operating 
expenses, and maybe more. Therefore, you 
have a fixed or perhaps an accounting ap- 
proach to the determination of the amount 
that is necessary for earnings, provided 
that, at the same time, it .is recognized 
that liquidity involves a certain amount of 
fixation of what we otherwise describe as 
current assets. Approached in that way, 
I feel that is likely to get clearance. At least 
I have a feeling that the reason the penalty 
hasn’t been kicked around more in actual 
practice—in actual imposition—is that the gov- 
ernment has approached it in such practical 
manner, if not by that particular formula. 


Suppose that when you get all through, 
the company is still in a position where it 
may be subject to the penalty. What can 
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be done about it? There are a number of 
things. In the first place, while nothing 
can be done directly about it, there are 
many things that can be done indirectly. 
For example, a company that might feel it 
would otherwise be subject to the penalty 
because it has exceeded even the bounds of 
growth can become charitable with its funds, 
i.e., it can hand out its money to charity, 
and in that way defeat the penalty. The 
reason is that while a company for income 
tax purposes is permitted to direct only 
five per cent of its income for charity pur- 
poses, for the purpose of computing this 
penalty all charities are deductible, regard- 
less of amount. Now, perhaps the most 
effective way and the most generally appli- 
cable in many situations as a means of 
escaping the penalty or running away from 
the penalty is for the company to liquidate 
—to go out of existence—because a distribu- 
tion in liquidation, winding up a company, 
is regarded for the purposes of this penalty 
the same as declaring dividends. The tax, 
I have said, applies only on the undistributed 
income. Anything that is distributed by way of 
dividends—whether regular or liquidation—re- 
duces the amount that is subject to the penalty. 


If a company liquidates, it must be a real 
liquidation. Liquidating the company today 
and starting up a new company tomorrow 
is not a liquidation. It is just plain camou- 
flage and will be ignored; also, the liquida- 
tion will only alleviate the possibility of 
penalty for the year in which the liquidation 





takes place. Earnings that have accumu- 
lated over previous years, the retention of 
which could not be justified and the reten- 
tion of which is based on saving money for 
stockholders, would still be subject to the 
penalty, so that by and large there are practi- 
cal approaches that alleviate the horror of 
the penalty; there are many things that 
can be done about it when the penalty is 
being faced. 


In summary, however, nothing that I have 
said is intended to give a false sense of 
security that the penalty can be completely 
ignored. Of course there is a penalty on the 
books, and nothing can be ignored that is 
in the law. At the same time, it must be 
recognized that the government cannot and 
does not ignore many things. The govern- 
ment cannot and does not ignore what the 
courts have said about the area in which this 
penalty can be imposed, nor can it ignore—at 
least I hope it won’t ignore—the effectiveness 
of its past administration of the penalty. 

In terms of the jitters that taxpayers or 
companies have been experiencing, my ad- 
vice is don’t be frightened into the declara- 
tion of dividends where in good faith it is 
believed that there is no occasion for a 
dividend. Out of an excess of caution we 
get nowhere. Finally, I am of the firm 
view that no court and no government 
official who tends to be fair and con- 
scientious will impose this penalty unless 
the facts are such that it clearly applies. 

[The End] 


Trends in Federal Estate 


and Gift Taxes 


By SELDEN S. McNEER 


. . . Of Campbell and McNeer, 
Attorneys, Huntington, West Virginia 


ORMULATING a legalized guess as 

to the trends in federal estate and gift 
taxes is a formidable task—so varied and 
elusive are the factors which influence the 
character and behavior of our tax laws. 


Of one thing I am assured—our tax laws 
abhor certainty. One writer has stated 


that tax law is a recalcitrant, ambiguous 
body of turbulent law with no fields of 
black and white, where exactness would be 
only delusive, where logic makes frequent 
concessions to practical values and where 
considerations of policy tip many nicely 
balanced scales. Another writer has realisti- 
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in a state of disappointment, and Mr. Mont- 
gomery in the preface to the latest edition 
of his book on federal estate and gift taxes, 
says: “There is an old saying that some- 
times things go badly for a long time— 
and then get worse,” and so it is with our 
tax laws. In fact, I might well have pref- 
aced my remarks on each of the subjects 
hereinafter discussed with this quotation 
from Dante’s Inferno: “And (now) to a part 
I come where no light shines.” 


Yet in spite of the known odds, the tax 
advisor must attempt to discover the trends 
in our tax law. Would it be wise or safe, 
for example, for a lawyer to draft a will to 
qualify for the marital deduction without 
serious speculation as to the probable judicial 
interpretation of the so-called “terminable 
interest” rule? Would it be prudent to 
advise a wealthy client to delay making 
substantial gifts when there is every indica- 
tion that the gift tax zates will soon be 
increased? Whether or not we like it, the 
function of the tax advisor has become, in 
large part, “systemized prediction.” 

In considering the trends in our tax law, 
I would first like to point out that it is 
quite possible that Congress in the near 
future will increase the rates applicable to 
the federal estate and gift taxes. In his 
tax message to Congress on January 23, 
1950, President Truman recommended that 
Congress enact legislation to provide addi- 
tional revenue by revising and improving 
the estate and gift tax. The President 
stated that the low yield from estate and 
gift taxes was due in part to undulv low 
effective rates on most estates, and the 
fact that the law as written favors large 
estates over smaller esates. The rates start 
at three per cent, and go upward rapidly 
to seventy-seven per cent. But Mr. Tru- 
man says it favors large estates over smaller 
estates. Later, in February of this year, 
Mr. John Snyder, Secretary of the Treasury, 
appeared before the House Ways and Means 
Committee and proposed the adoption of a 
schedule of increased rates to restore the 
vield of estate and gift taxes to that prior 
to the introduction of the marital-deduction 
provisions of the 1948 revenue act. Mr. 
Snyder was more specific than Mr. Truman, 
and stated that there are two principal 
weaknesses in the present rate schedule: 
first, the estate tax begins at the low rate 
of three per cent, and the gift tax at two 
and one-fourth per cent and second, the 
higher rates in the present schedule are 
reached only in the case of large estates. 
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In passing, it is interesting to note. that 
Mr. Snyder’s complaint that higher rates 
are reached only in large estates would 
appear to be in direct contradiction to Mr. 
Truman’s profound observation that the 
present law favors large estates over small 
estates. 


Will Congress yield to pressure from the 
administration, and increase estate and gift 
taxes which are already ruinously high? 
Many thoughtful senators and congress- 
men will oppose it. In fact, Congress has 
recently shown concern over the hardships 
imposed by the Church, 49-1 ustc § 19,702, 
and Spiegel, 49-1 ustc J 10,703, decisions, and 
passed ameliorative legislation. But, after 
all, the present estate tax reaches only a 
little more than one per cent of adult dece- 
dents, and any conceivable change in it 
will still leave it beyond the concern of the 
great mass of woters. Thus, the affected 
minority is so small and apparently so un- 
popular with the present administration 
and leaders of certain powerful highly organ- 
ized groups of voters and so politically 
impotent that it is probable that the pressure 
which may be brought on Congress will be 
so strong that the more responsible mem- 
bers will be overridden, and estate and gift 
tax rates, along with other taxes, will go 
up and up. If the rate increase is described 
as—and I quote the President—‘“a process 
to remove the inequities of under-taxation.” 
its acceptance will be made that much 
more palatable to the unthinking public. 


It seems to me that the problem of 
transfers in contemplation of death may 
well be the subject of future legislation. 
Perhaps we may call it a trend. 


Safeguard Against Avoidance 
of ‘Estate Tax 


The concept of contemplation of death 
was written into the original federal estate 
tax law in 1916. The purpose of the con- 
cept is, of course, to treat inter-vivos trans- 
fers made in contemplation of death as 
testamentary transfers includible in the dece- 
dent’s gross estate, and thus subject to 
tax. Originally, the reason for this con- 
cept was to prevent avoidance of the estate 
tax bv the device of making inter-vivos 
transfers. After the advent of the gift tax, 
the concept has been employed to prevent 
avoidance of the estate tax by the device 
of making inter-vivos transfers at the “bar- 
gain rates” of the gift tax. 


In any transfer-in-contemplation-of-death 
case, the criterion of taxability is the mo- 
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tive which prompted the donor to make 
the gift. The difficulty in divining and 
establishing the subjective intent of a de- 
ceased taxpayer has plagued both the Treas- 
ury Department and private counsel. Al- 
though the Treasury has been given the 
benefit of a presumption that all gifts made 
within two years of death are in contempla- 
tion of death, the Treasury has not been 
remarkably successful in winning in-contem- 
plation-of-death cases. On the other hand, 
taxpayers who come within the purview of 
the estate tax naturally fear that every 
gift they may make during their lifetime 
may at their death be included in their 
gross estate, despite the fact that the mo- 
tives prompting their gifts are associated 
with life rather than death. 

In 1926, the Treasury, apparently disturbed 
by its failures in this field, asked and 
received from Congress a statute creating 
a conclusive presumption that all gifts made 
within two years prior to a decedent’s 
death were in contemplation of death. How- 
ever, this conclusive presumption was de- 
clared to be unconstitutional in the case of 
Heiner v. Donnan, 3 ustc $913, on the 
ground that it violated the due process 
clause of the Fifth Amendment. 


Differing Solutions 


There is today common agreement that 
something should be done to avoid the 
uncertainty and controversy inherent in 
the in-contemplation-of-death situation. Al- 
though Congress could restore the con- 
clusive two-year presumption, and_ the 
Supreme Court as presently constituted 
would probably uphold it, this solution 
would in many cases produce inequitable 
results for both the government and the 
taxpayer, and is probably not to be -de- 
sired. Perhaps the best solution for the 
government and the taxpayer alike was 
the Treasury’s recommendation made in 
1942 that Section 811 (c) of the In- 
ternal Revenue Code be amended to 
eliminate the in-contemplation-of-death pro- 
vision, and to provide that all transfers 
made by a donor over the age of sixty-five, 
to the extent that such transfers to any 
one beneficiary exceed, in the aggregate, 
a specified sum, shall be subject to the 
estate tax. This solution would appear to 
be more equitable for both the government 
and the taxpayer than the present law. As 
Randolph Paul has pointed out: “This pro- 
posal had the eminent merit of discarding 
the test of subjective intent and focusing 
attention upon the economic relation be- 


transfers at death 
gifts after the attaining of a specified age.” 
Congress to date has failed t6 adopt this 


tween and inter vivos 


proposal. Still another proposal has been 
advanced to deal with the in-contempla- 
tion-of-death situation, namely, the 
gration of estate and gift taxes, 
I shall discuss later. 


inte- 
which 


I turn now to a problem which un- 
fortunately can be considered a trend only 
insofar as it reveals an inclination of both 
the Treasury and the courts consistently 
to thwart the taxpayer’s desire for relief, 
although relief is certainly in order. | 
speak of the problem of the availability of 
the annual exclusion under the gift tax 
law for gifts made in trust to minors. 


It has been my experience that nearly all 
laymen believe that the annual $3,000 ex- 
clusion is applicable to any gift. Even counsel 
who profess competency in the tax field 
sometimes overlook that fact that the annual 
exclusion is not available for all gifts. 


Code Section 1003 (b) (3) denies the 
annual $3,000 exclusion in the case of gifts 
of “future interests.” Regulations 108, Sec- 
tion 86.11, in defining the term “future 
interests,” goes beyond the various intricacies 
of common-law conveyancing and provides 
in substance that future interests are inter- 
ests which are limited to commence in use, 
possession or enjoyment at some future 
date or time. The Supreme Court has 
held by way of negative definition that the 
immediate use, possession or enjoyment is 
a sine qua non of a present interest. 

Thus, if A creates an inter-vivos trust 
which provides for current distribution of 
income to B, a minor, until B= attains 
twenty-one vears of age, and distribution of 
the corpus to B upon attaining that age, 
the amount of the annual exclusion is 
limited to the value of the gift of income 
at the time the trust is created; the corpus, 
being a gift of a future interest because 
possession and enjoyment are limited to a 
future date, may not be included. As a 
practical matter, A will probably have 
a very difficult time even establishing his 
right to an exclusion based on the value of 
the gift of income because of the inherent 
difficulties in proving the present value of 
such gift. The exclusion doesn’t run along 
from year to year as the trust continues. 
There is only one exclusion, and that is 
the present value of the gift of income at 
the time the gift is made. It is also interest- 
ing to note, parenthetically, that the fact 
that the donor cannot avail himself of the 
exclusion with respect to a gift of a future 
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interest does not prevent the imposition 
of the gift tax, because the transfer, in- 
sofar as the donor is concerned, is complete. 
The Supreme Court, in the Fondren, 45-1 
ustc J 10,164, and Disston, 45-2 ustc J 10,207, 
decisions, has gone even further and held 
that if a gift is made in trust and the 
trust provides that the income and corpus 
shall be used for the maintenance and sup- 
port of minor beneficiaries, but if not so 
needed, the income is to be accumulated, 
the gift of income, as well as the gift of 
corpus, is a gift of a future interest, and no 
exclusion is to be allowed. 


It is admitted that in the light of the 
committee reports recommending the annual 
exclusion for the gift tax, the Fondren and 
Disston decisions probably correctly inter- 
pret the Congressional intent with regard 
to the exclusion of a future interest. I 
have no quarrel with the judicial interpreta- 
tion of the law in this instance, but I 
believe that Congress has unwittingly discri- 
minated against minors in the case of trusts 
providing for an accumulation of income, 
and I further believe that there are com- 
pelling reasons to allow the annual exclusions 
for gifts of trust corpus where the trust 
is for the benefit of minors who will re- 
ceive the corpus upon attaining their 
majority. 

Most donors do not believe it is wise to 
give to minors the unrestricted use of in- 
come or corpus during their minority, and 
have used the trust device not to protect 
themselves, but to provide security for minor 
beneficiaries. In such trusts, intelligent trust 
administration often demands the employ- 
ment of a power in the trustee to pay out 
in this discretion such sums as may be 
necessary for the support and maintenance 
of the minor beneficiaries. This policy of 
administration is of long standing, and 
should not be lightly disregarded because 
of tax considerations. Another argument 


. against this discrimination may be the social 


desirability of providing for the financial 
independence of children when they attain 
their majority. This argument is, of course, 
compatible with the tendency of recent 
administrations to deplore concentrations 
of wealth. 


Scope of Guardian's Powers 


We are told by eminent authority, how- 
ever, that the present law does not dis- 
criminate against minors because a present 
“oift” to a minor may be accomplished by 
transferring the property outright to the 
minor through a guardian. But in our 
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jurisdiction (West Virginia), there are legal 
restrictions which do not allow the guardian- 
ship device to be equivalent to the trust 
device. The relationship of guardian and 
ward is not flexible, as a trust may be, 
but is made both rigid. and expensive by 
statutes and rules of common law. For 
example, under our law a guardian may 
not, without an order of court, invest in 
anything except so-called “legal investments.” 
Our law also provides that a guardian may 
not sell, mortgage or lease property of an 
infant until he has first obtained authoriza- 
tion from a court of competent jurisdiction, 
through a plenary suit in equity or a sum- 
mary proceeding. Also, the guardian is re- 
quired to make reports and settlements 
before a Commissioner of Accounts, and 
substantial fees must be paid. These stat- 
utory provisions, along with restrictive rules 
imposed on guardians by the common law, 
limit the financial return available on the 
principal of the gift and increase substantially 
the cost of administration. 


For the reasons above stated, I am of 
the opinion that Congress should amend 
the “future interest” limitation and expressly 
authorize the availability of the annual ex- 
clusion to gifts in trusts to minors, where 
in any and every event the corpus of the 
trust will be available to the minor bene- 
ficiary at the time he attains his majority. 


Another trend which appears to be worthy 
of discussion is the continued and un- 
relenting efforts of the Treasury to curb 
what it terms avoidance of the estate tax 
by the use of mter-vives trusts, even though 
the transfer is not in contemplation of 
death. The Church and Spiegel decisions, 
supra, were recent Treasury victories to 
this end, and much that Church and Spiegel 
did not accomplish was gained from Con- 
gress in the Technical Changes Act of 
1949, which brought about an important 
amendment with regard to the inclusion 
in the decedent’s gross estate of inter-vivos 
transfers which are intended to take effect 
in possession or enjoyment at or after the 
decedent’s death. 

It may be helpful to make a brief review 
of the Church and Spiegel cases. In 1930, 
the Supreme Court decided May v. Heiner, 
and held that the value of property em- 
braced in an inter-vivos trust in which the 
donor had reserved the net income for his 
life, with remainder upon his death to his 
children, was not includible in his gross 
estate for estate tax purposes, for the simple 
reason that upon his death no interest in 
the property held under the trust deed 
passed from him to the living, title thereto 


685 


Eg 













































having been previously vested by the trust 
deed. The interest the donor possessed 
immediately prior to his death was obliter- 
ated by that event. 

This was sound law, and was followed 
in three subsequent cases decided by the 
Supreme Court. To meet these decisions, 
however, Congress passed an act on March 
3, 1931, which amended the estate tax stat- 
ute by expressly requiring the inclusion in 
the gross estate of the value of trust prop- 
erty where the grantor of the trust retained 
the trust income for his life. This legisla- 
tion was prospective only, and the Supreme 
Court so held in the case of Hassett v. 
Welch, 38-1 ustc 9140. The law was well 
established that as to trusts created prior 
to March 4, 1931, where the settlor re- 
tained the right to receive the income, 
with remainder over upon his death, the 
corpus was not includible in his gross estate 
for estate tax purposes. May v. Heiner was 
decided by a unanimous court, by such 
distinguished jurists as Hughes, Holmes, 
Brandeis, McReynolds, Stone, Sutherland 
and Butler. Yet in the Church case, which 
was decided January 17, 1949, the Supreme 
Court overruled May v. Heiner. This deci- 
sion was by a divided court. Only five 
justices joined in the majority opinion, 
which was written by Mr. Justice Black. 
Those concurring were Douglas, Murphy, 
Rutledge and Vinson. Mr. Justice Jack- 
son concurred in the result, and Justices 
Burton, Frankfurter and Reed dissented. 


In the Spiegel case, the Supreme Court, 
also by a divided Court, included the entire 
corpus of a trust in settlor’s estate for estate 
tax purposes, because of a clearly unintended 
retention of a remote possibility of reverter 
by operation of law, worth $80 to decedent 
just prior to his death, but worth $450,000 
in estate taxes to the government under 
the Court’s decision. It seems that it is 
not clear that even this tiny reversionary 
interest existed. Here the decision was 
again six to three, with Justice Reed con- 
curring in the result, and Justices Burton, 
Frankfurter and Jackson dissenting. 


Congress apparently disapproved of these 
decisions, and almost immediately began 
the consideration of legislation to relieve 
taxpayers of their effect in certain instances. 
The bill passed by the Senate would have 
afforded genuine relief. The legislation, as 
finally enacted, affords relief in some in- 
stances, but in the long view is more 
beneficial to the government than to the 
taxpayer. The act in question is included 
in Public Law 378, the so-called “Technical 
Changes Act of 1949.” It was approved 


October 25, 1949. The effect of this act on 
the Church decision is to afford limited 
relief to grantors of pre-1931 trusts in which 
the grantor reserved a life income with 
remainder over upon his death. Complete 
relief is granted to estates of persons who 
died prior to 1950. Also, the grantor of 
one of these old trusts is given the right to 
give up his life interest in income prior to 
January 1, 1951, free of gift tax and with- 
out risk that the transfer will be taxed 
when he dies as having been made in con- 
templation of death. This is pretty tough 
on the grantor who is dependent upon his 
reserved life estate, especially if he is a 
widower or bachelor. If he is married, he 
can assign the income interest to his wife 
and, because of the split-income provision, 
will be no worse off income-taxwise than 
prior to the assignment, as long as his 
wife lives. The situation will be less favor- 
able when she dies. 


Effects on Pre-1931 Trusts 


However, pre-1931 trusts are benefited 
by new Section 811 (c) (2), providing that 
all reversionary interests by operation of 
law, and all express reversionary interests 
worth five-per cent or less of the value of 
the transferred property immediately before 
decedent’s death, are to be disregarded for 
estate tax purposes. 


The effect of Public Law 378 on the Spieq-/ 
decision is divided into two categories: 


(1) With respect to transfers made prior 
to October 8, 1949, transfers intended to 
take effect in possession or enjoyment at 
or after death shall be includible only if 
decedent retained an express reversionary 
interest worth, just prior to death, more 
than five per cent of the then value of the 
transferred property. It will be noted that 
possibilities of reverter by operation of law 
are not to be considered at all, thus pre- 
venting the Supreme Court from pulling 
another Spiegel decision out of the judicial hat 


(2) With respect to transfers made after 
October 7, 1949, a survivorship requirement 
is made the only test, and the retention of 
a reversionary interest, no matter how ex- 
press or how valuable, ceases to have any 
importance. In other words, the sole test 
for the inclusion in decedent’s estate of an 
interest taking effect in possession or en- 
joyment at or after decedent’s death is the 
necessity that the beneficiary survive the 
decedent. To put it another way, if A 
creates an inter-vivos trust and employs his 
own life as a measuring life for the vesting 
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or shifting of any interest to the trust 
beneficiaries, regardless of the fact that A 
does not reserve the income, or retain a 
reversion or possibility of reverter, the trust 
corpus will be included in the settlor’s 
gross estate at death under Section 811 (c) 
(3). But do not be deluded by the appa- 
rent simplicity of the survivorship test 
and the legislative rejection of the so-called 
“retained interest” rule heretofore imposed 
by Reinecke v. Northern Trust Company, 
1 ustc § 347. There is still plenty of elbow 
room left elsewhere in the Code to allow 
the Treasury to contend that the corpus of 
a trust in which the grantor retains sub- 
stantial powers should be included in the 
settlor’s gross estate at death. 


Initiation of Attack 
by Way of Helvering v. Clifford 


The new attack by the Treasury on 
inter-vivos tfusts will, I believe, come by 
way of an attempt to apply the rule of 
Helvering v. Clifford, 40-1 ustc 9265, to 
the estate tax. 


The Clifford case concerned itself with 
the income tax consequences of an inter- 
vivos trust in which the grantor, although 
divesting himself of the property, retained 
broad powers with respect to the manage- 
ment and investment of the trust property. 
The Supreme Court held that the income 
of the trust was taxable to the grantor 
under Section 22(a) of the Code, on the 
ground that from the factual situation it 
was apparent that the grantor for tax 
purposes remained in substance the owner 
of the trust corpus. Under this decision, 
the determination of ownership for income 
tax purposes by the familiar law of title 
was abandoned and so-called “practical tests” 
were made the order of the day. It was 
another divided decision, and it is interest- 
ing to note that Mr. Justice Roberts begins 
his strong dissenting opinion with this sen- 
tence: “The decision of the Court dis- 
regards the fundamental principle that 
legislation is not the function of the judiciary 
but of Congress.” 


Under the authority of the Clifford deci- 
sion, the retention of various powers by 
the grantor, such as the power to vote 
stock, the power to direct investments, the 
power to reacquire the trust corpus by 
substituting other property of equivalent 
value, the power to borrow trust assets, 
and many other powers have been seized 
upon by the Treasury as sufficient reason 
for requiring the inclusion of the income 
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of the trust in the donor’s gross income. 
The Treasury hasn’t been successful in all 
those contentions, but has every one of 
them relying on the Clifford decision. 


At the present time, the only obvious 
indication that the Treasury may seek to 
apply the rule of the Clifford case to the 
estate tax was brought about by the Su- 
preme Court. However, there have been 
broken twigs and faint footprints that make 
one apprehensive. When the Church and 
Spiegel cases, supra, were restored to the 
docket and assigned for reargument, counsel 
were requested to discuss their views with 
regard to the effect of the ruling of Helvering 
v. Clifford upon the Church and Spiegel 
trusts. In the Commissioner’s brief on re- 
argument of these cases, the following lan- 
guage appeared: “Indeed it is even arguable 
that a trust covered by the Clifford doctrine 
should be included in the gross-estate under 
Section 811(a), which in a sense corres- 
ponds to the general provisions in Section 
22(a) defining gross income, and where the 
settlor remains in substance the owner of 
the trust property for purposes of Section 
22(a) under the Clifford case, it is highly 
persuasive that it should be included in 
his gross estate under Section 811(a), un- 
less there is a specific statute providing 
otherwise.” 


In view of this statement, and of certain 
lower court decisions, I am fearful that if 
the grantor of an inter-vivos trust retains 
a reversionary interest and also reserves 
certain administrative powers which result 
in retention of extensive control over the 
corpus, regardless of the fact that he does 
not retain possession, or the right to the 
income, or the right to designate the bene- 
ficiaries, or the right to alter, amend or 
revoke the trust, and that the beneficiaries 
do not have to survive the decedent to 
take their respective shares of income or 
corpus and, therefore, the trust does not 
fall within the scope of Section 811(c), the 
Treasury may contend, without the au- 
thority of Congress, that the Clifford doc- 
trine should be applied and that by retention 
of administrative controls by the grantor 
the entire corpus of the trust should be 
includible in the decedent’s gross estate 
under Section 811(a). The Clifford case, 
resting as it does upon the distortion of 
Section 22(a) by so-called practical or sub- 
stantial concepts of interpretation of legis- 
lative intent, would provide even greater 
confusion if applied also to Section 811(a). 


As to the Treasury’s proposal for the in- 
tegration of estate and gift taxes, and the 
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correlation of both taxes with the income 
tax—the origins of the Treasury’s proposal 
are obscure, but it appears that the germ 
was incubated by Professor Griswold and 
several other articulate writers in the tax 
field who despaired of the inconsistent 
treatment of transfers under the income, 
gift and estate tax laws, and who desired 
to crystallize and make certain the taxable 
effects of inter-vivos transfers. 

This despair is well founded. Under the 
existing law, for example, a donor of prop- 
erty may escape income tax liability on the 
income of a trust he has established, but 
the corpus of the trust may be included 
in his gross estate for estate tax purposes. 
Conversely, under existing law it is possible 
for a donor to be taxed on the income of a 
trust of his creation, but the corpus of the 
trust may not be included in his estate 
upon his death. In either or both of these 
cases the donor may also have to pay a 
gift tax. This inconsistent tax treatment 
of inter-vivos transfers just does not make 
sense. It would appear only reasonable 
that if a gift tax is imposed upon a donor, 
it should not be contended that the prop- 
erty so transferred is retained by the grantor 
for income and estate tax purposes. 


The solution to the inconsistent treat- 
ment of inter-vivos transfers recommended 
by Professor Griswold is legislative correc- 
tion in the form of correlation. By this 
method Sections 166, 167, 811 and 1000 of 
the Code would be harmonized and the 
incidence of the income, gift and estate 
taxes would be reformulated to prevent 
overlapping and confusion. The objective 
would be constant, consistent criteria appli- 
cable to the income, estate and gift taxes. 
The leitmotif of this reformulation is the 
so-called “string principle.” The string prin- 
ciple would operate in the following manner: 
as long as the grantor retained one of 
various specified contacts with the prop- 
erty, such as a power of disposition, or a 
reverter, or certain extensive administrative 
powers, the grantor would remain liable 
for income tax and the property would be 
included in his gross estate at death. The 
gift tax would appear on the scene only 
when all the “strings” were surrendered, 
and where the gift tax applied no income 
or estate tax could be imposed. All that 
seems to make sense. 


1947 Proposal 


In 1947, though, a proposal for the in- 
tegration of estate and gift taxes and for 
correlation with the income tax was pre- 





pared by an Advisory Committee to the 
Treasury Department and the office of the 
Tax Legislative Counsel. The Treasury 
proposal purports to embrace the “string 
principle,” but goes further than mere cor- 
relation of the existing gift and estate taxes 
with the income tax. The fundamental 
objective of the Treasury proposal is to unite 
the estate and gift taxes into a single transfer 
tax, which would result in a large tax 
increase. The proposed statute accompany- 
ing the Treasury study is also designed to 
achieve consistent criteria for the new 
transfer tax and income tax in fields where 
both will operate together. 


Under the Treasury’s proposal for integra- 
tion, the single integrated transfer tax would 
build on the cumulative basis of computa- 
tion of the present gift tax. A single rate 
structure would be adopted applicable to 
all transfers, inter-vivos and at death. Each 
successive inter-vivos transfer not subject to 
exclusion or exemption would be subject 
to a higher graduated rate, and rates appli- 
cable to the gross estate of the decedent at 
death would be determined by taking into 
consideration transfers made during life. 
Thus, the highest rate reached by the tax- 
payer by gifts made while he is alive would 
be the beginning rate for the tax on his 
remaining property at his death. It seems 
reasonable to assume that the Treasury’s 
proposal for integration does not rest so 
much upon a desire to clarify the treatment 
of inter-vivos transfers as it does upon the 
hope of extracting additional revenue from 
the long-suffering taxpayer. Apparently the 
Treasury is using a distortion of Professor 
Griswold’s suggestion to this end. 


In the section of the Treasury’s proposal 
devoted to the appraisal of our existing 
tax structure, the authors have stated that 
the present gift tax discriminates against 
taxpayers who are not liquid enough to 
make gifts or who die before they can 
complete and extensive program of inter- 
vivos disposition. The Treasury’s concern 
with the lack of freedom of choice under 
the gift tax is indeed touching; it is noth- 
ing more nor less than sheer hypocrisy. 


The obvious motive which has prompted 
the Treasury proposal for integration is 
the desire on the part of the Treasury to 
remove the opportunity now afforded by 
existing law which allows a taxpayer to 
escape higher estate taxes through the de- 
vice of inter-vivos gifts subject to lower 
gift tax rates. Stripped of its emotional 
appeal for equality of the burden of taxa- 
tion, the Treasury’s proposal is premised 
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basically on the Treasury’s view that the 
gift tax discriminates against the estate 
tax, with the result that the Treasury is 
losing a potential source of income. 


It is true, of course, that estate taxes 
may be lessened by making gifts during 
life. The gift tax rates are only seventy- 
five per cent as high as the estate tax rates. 
Any property given away during life falls 
from the higher estate tax brackets to the 
lower gift tax brackets. Also, the gift tax 
provides an unlimited number of annual 
exclusions, each in the amount of $3,000, 
and a separate exemption of $30,000. But 
what is wrong with this? Do they propose 
to strip us of all property? Is it the aim 
of the present administration to reduce all 
citizens to a state of bureaucratic’ serfdom ? 
Shall all incentives for hard work, frugality 
and the other ancient virtues be removed? 


If the gift tax is eliminated and a single 
tax on all transfers is imposed, based on 
a cumulative rate structure, of course, no 
tax advantage will be gained by making 
gifts during life. From the taxpayer’s 
point of view, the Treasury’s proposal for 
integration, if adopted by Congress, will 
result, in substance, in an increase in the 
effective rates of the estate tax. The rate 
structure of the present estate tax is con- 
sidered by many to be excessive. As one 
writer has stated: “With high enough rates 
and low enough exemptions, Congress, by 
use of the integrated transfer tax, could 
be sure of getting most of a man’s property 
sometime during his life or at his death.” 


This fear seems to be well founded. In 
February of this year Secretary Snyder, 
speaking before the House Ways and Means 
Committee on revision of the estate and 
gift taxes, strongly recommended that the 
proposal for the integrated transfer tax 
be adopted by Congress. But that is not 
all. He further suggested a single exemp- 
tion of $45,000 for the integrated transfer 
tax, all of which would be available to the 
estate of a decedent making no gifts. 
$15,000 of the $45,000 exemption would be 
available for transfers during life, leaving 
$30,000 available at death. Mr. Snyder 
also recommended that the annual exclu- 
sion for gifts be limited to one exclusion 
of $3,000 per year. Mr. Snyder further 
recommended that the present estate tax 
rate schedule should begin at ten per cent 
rather than three per cent under existing 
law, and should reach the present top rate 
of seventy-seven per cent at # much lower 
point than at present. It would appear, 
therefore, that in the view of the Treasury, 


West Virginia Institute 





integration is not enough to guarantee in- 
creased revenues, but that this burden must 
be borne by increased estate tax rates. 
Finally, Mr. Snyder proposed that the es- 
tate tax be levied on the entire corpus of 
a trust upon the death of a life beneficiary. 
Thus, when property is left in trust for 
the testator’s child for life, with remainder 
to his grandchildren, the tax would be 
imposed at testator’s death, and again at 
the death of his child. 


Individual Hardships 


There will also be individual hardships 
imposed by the proposed integrated trans- 
fer tax system. Consider, for example, the 
case of a man who, while young, made 
a large fortune and gave much of it away, 
subsequently lost the rest in a depression 
and finally died, leaving a widow and chil- 
dren, and a small estate. Under the pro- 
posal for integration, the estate of this 
unfortunate decedent would on death be 
taxed at high rates predetermined by the ac- 
cumulated value of previous inter-vivos gifts. 


Time will not permit further discussion 
of the Treasury proposal. I have tried 
merely to point out what integration as 
advocated by the Treasury really means. 
Some aspects of it are meritorious; for 
example, the single transfer tax would elimi- 
nate the troublesome question of transfers 
in contemplation of death, and the transfer 
tax would be correlated with the income 
tax to provide consistent criteria for deter- 
mining the incident of the two taxes with 
respect to inter-vivos transfers, but let us 
not be deceived; it is not correlation as 
discussed by Professor Griswold and other 
eminent tax authorities. 


But the Treasury’s proposal for integra- 
tion and correlation warrants the con- 
sidered analysis of all lawyers and account- 
ants who are interested in our tax system 
and who expect to anticipate the future 
trends in the field of estate and gift taxes. 

In conclusion, I would like to state that 
it is my hope that the future will bring 
simplicity to the field of estate and gift taxes. 
The maddening intricacies and fine distinc- 
tions which have become touchstones of 
our tax laws have plagued both lawyers 
and taxpayers. Perhaps Congress will one 
day come to our aid and rewrite the In- 
ternal Revenue Code in understandable 
English, but I doubt it. But this I do 
believe, and I offer this in the interest of 
occupational therapy: unless the tax laws 
are improved, Congress should be urged to 
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curb our frustrations and limit our illu- 
sions by humanely and mercifully amending 
Section 1 of the Internal Revenue Code 
by incorporating therein Mark Twain’s de- 
lightful preface to Huckleberry Finn: “Per- 


Planning the Estate 


sons attempting to find a motive in this 
narrative will be prosecuted; persons at- 
tempting to find a moral in it will be 
banished; persons attempting to find a plot 
in it will be shot.” {The End] 


By HENRY COOPER 


Vice President, Mellon National Bank 
and Trust Company, Pittsburgh 


HERE IS NOTHING NEW about 

the disposition of property at death. 
The Code of Hammurabi made provision 
for the devolution of an estate. The Eng- 
lish Statute of Wills of 1540 represented 
the first codification of the laws of distribu- 
tion and descent under a common-law system. 


As time has gone by, however, and our 
economic conditions have become compli- 
cated by taxes and more taxes, the simple 
procedure of indifferently permitting the 
transfer of property by statute or, at most, 
by a relatively simple will, has been super- 
seded by a process based upon more 
thorough study of the facts beforehand. 
As we face matters today, sound planning 
may well involve the service of as many as 
four different professions. 

The term “estate plan,” as now used, 
implies that a property owner has arrived 
at certain conclusions concerning the distri- 
bution of his assets, these conclusions being 
based upon a study of facts, usually con- 
ducted by his selected advisors. Today’s 
complex economy necessitates a full con- 
sideration of local laws relating to the 
distribution of property and state and fed- 
eral laws of taxation. But even a knowledge 
of these particular subjects will not itself 
permit construction of a sound estate plan, 
unless those laws be applied to the facts 
in the particular case. 


It would appear that these facts fall 
into three general categories. The first of 
these involves a study of the family situa- 
tion presented to the planner. Certainly, 
it is important to know the names, ages, 
state of health and realtionship of the im- 
mediate family group. What is the attitude 


of the husband towards his wife, toward 
his children? What are the ages and con- 
dition of health of the parents of the prop- 
erty owner and his wife, and what are their 
attitudes toward the property owner him- 
self, his wife and his children? If he be 
a businessman, what is the attitude of the 
property owner toward his business as- 
sociates? Unveiling such intimate facts, 
for some reason, presents a problem to the 
average practicing lawyer which he has 
great difficulty in overcoming. Many 
lawyers have said, “I just can’t ask my 
client questions of that kind.” Certainly, 
if a lawyer’s initial question was “How 
much cash have you in the bank?” it is 
understandable why there would be some 
reticence on the part of his client to reply. 


On the other hand, I have many clients 
of attorneys say to me, “The information 
I have given you is not to be passed on to 
my lawyer.” This is an unfortunate state 
of things because certainly these facts are 
vital to each of the group who is called 
upon to assist in developing the estate plan. 


The second category of facts which are 
important to the estate planner involves 
the assets comprising the estate. Many 
people have little concept of what they 
own. They look at their assets as repre- 
senting a single total of dollars, without 
regard to the individual character of those 
assets, or the nature of their ownership. 
The average husband considers as his own 
all of the property he has acquired, whether 
it be merely in his own name, or in joint 
name with -his wife, or with children or 
even with third parties. Furthermore, he fails 
to think in terms of what will be left after 


690 July, 1950 e© TAXES—The Tax Magazine 








his 


aff 
ex 
it, 
du 


sif 


to 
di 


—s © e 


a ann oh 2 £6 







this 
at- 
be 
plot 
nd] 


vard 
con- 
rop- 
their 
1im- 
- be 
the 
as- 
acts, 
the 
has 
[any 
my 
inly, 
Tow 
it is 
ome 
ply. 
ents 
ition 
n to 
state 
are 
alled 
plan. 


are 
Ives 
[any 
they 
‘pre- 
hout 
hose 
ship. 
own 
‘ther 
joint 
n or 
fails 
after 


zine 





his death. He is usually astounded to dis- 
cover his net estate after death will not 
afford his family nearly the protection he 
expected, either because taxes and settle- 
ment expenses have considerably reduced 
it, or because particular assets, valuable 
during his lifetime, lose their financial 
significance at death. 


Therefore, it becomes important not only 
to list the value of each asset, but to 
distinguish between property jointly held 
with others, or perhaps owned outright by 
them, and that which is in the property 
owner’s individual name. In addition to 
this, it may be necessary to examine the 
particular assets in each of these forms of 
ownership, as it may be affected by the 
owner’s death. Often, immediate adjust- 
ments may be advisable to give proper 
position to these property interests at a 
later time. 


A third set of facts consists, actually, 
of ascertaining the objectives of the prop- 
erty owner. In many instances, he is not 
altogether sure of what he wants to do. 
Here, too, there often appears a reticence 
on the part of some estate planners to offer 
suggestions, feeling that this is usurping the 
owner’s prerogative. If those who spend 
their time, professionally, in work of this 
type are occasionally confused by changes 
in law and changes in tax structure, how 
much more must it be true that the average 
property owner will find an inconsistency 
between his tentative objectives and a work- 
able and economical plan. Accordingly, it 
would seem, we must be willing to make 
recommendations as to methods of distri- 
bution if we are to be successful in solving 
the property owner’s problems. 


Property Interests and Assets 


We have implied that estate planning is 
not simply the procedure of arranging for 
methods of distributing property at death, 
but may also include consideration of im- 
mediate action to assure an intelligent plan. 
A rearrangement of property interests may 
be necessary to carry out the family program. 


As to the various types of assets which 
may comprise the property owner’s estate, 
let us begin with those of the owner him- 
self. Certainly it is vitally important to 
know the liquidity of his estate. What 
marketable securities does he hold, what 
bonds, what accounts in banks and what 
other sources of immediate cash, and, 
further, what ratio do these cash resources 
bear to the total value of his estate? It 
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is well, too, to probe the answers the owner 
nay give. I recall a recent discussion with 
a lawyer which developed the fact that, 
although he was certain that he had secured 
an adequate picture of the estate owner’s 
holdings, which led him to prepare a plan 
of distribution designed to meet the marital- 
deduction provisions, as a matter of fact 
the property owner had failed to reveal that 
a majority of his holdings were in joint 
name with his wife. After the property 
owner’s death this was discovered and the 
result, of course, was that an unnecessary 
secondary tax liability had to be anticipated 
upon the death of the surviving spouse. 


In some jurisdictions husbands tend to 
lay cash in safety deposit boxes, to which 
their wives have access, advising their 
spouses to raid these boxes immediately 
upon their death, the purpose being to trans- 
fer property without the knowledge of the 
taxing authority. Not only is this practice 
dishonest, causing many states to pass laws 
which require the presence of a representa- 
tive of the Inheritance Tax Department 
at the opening of a decedent’s box, but it 
can well “back fire” by destroying liquidity. 
The point is that thé property owner 
should be advised that a full revelation of 
the facts, including those of which he is 
not perhaps so proud, is essential. 


Leaving the matter of liquid assets, a 
word should be said about tangible personal 
property. Here is an asset which is not 
income-producing and which does not lend 
itself to investment management but which, 
nevertheless, represents a value taxable in 
the property owner’s estate. Care should 
therefore be given to including such values 
in the inventory of assets, and, of course, 
to making arrangement for a proper dis- 
position of them. 


Real estate is a broad term. There are 
many varieties of it, each of which may 
require different treatment in the estate plan. 
What might be done with a residential 
property’ would have no application to the 
distribution of a summer cottage. Com- 
mercial real estate, with its eight-, ten- or 
twelve-per-cent return and often the pride 
and joy of its owner’s heart, does not 
always lend itself to trust management. 
Tt is usually not so readily marketable as 
residential property, yet the owner may 
insist upon its retention by his trustee. 

Nonproductive real estate is somewhat 
similar to tangible personal property, in 
that it is not capable of producing its own 
cash for tax requirements, but nevertheless 
creates a tax liability. 
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Disposal of Business Interests 


Another asset, increasingly important in 
estates, is the small business interest. Here, 
again, the property owner is often con- 
fused as to what will happen upon his 
death. The sole proprietor may believe his 
business will go on producing the sub- 
stantial return it did for him during his 
lifetime. He must be told that upon his 
death, there is left nothing but so many 
assets and so many liabilities. 


The sole proprietor may be confused as 
to what constitutes his business. You may 
find assets which are purely personal listed 
as part of business interest. 


How many partners are smugly satisfied 
with that standard clause in the partner- 
ship agreement stating that the death of 
a partner will not dissolve the partner- 
ship, but the surviving partners may pur- 
chase the deceased partner’s interest for 
its book value? With what? Suppose 
the survivors don’t execute their option 
or, if they do, the terms are unsatisfactory 
to the deceased partner’s family? 


Stock in a closely held corporation pre- 
sents a primary problem of evaluating it 
for tax purposes. The close corporation 
in many respects simulates a partnership, 
but stock may be held by a trustee, while 
a deceased partner’s interest cannot. Yet 
the question arises as to whether or not 
the stock in that business can be held intact 
against the onslaught of taxes and other 
expenses of settlement. Business interests 
are increasingly found as the major asset 
in many estates. 


A word about promissory notes—many 
people have tucked away in some small 
drawer in a desk a note or notes of in- 
dividuals, perhaps in the family relationship, 
to whom they have lent money in the past. 
Hope of repayment has long since faded. 
If the property owner has concluded the 
note is worthless, why not accept the fact 
and destroy it? 


Care must be given to check the existence 
of property which may be subject to a power 
of appointment. This is a technical field, 
a discussion of which time will not permit. 
On the other hand, it is my feeling that 
this problem will require more and more of 
our time in the future, because of the 
important position which powers of appoint- 
ment have been given under the Revenue 
Act of 1942 and 1948. These powers, in 
many instances, will rest in wives who 
heretofore had little if any property of 
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their own, but whose estates will be suddenly 
catapulted into federal estate tax brackets 
as the result of plans which qualify a por- 
tion of the husband’s estate for the marital 
deduction. With this increase of powers 
of appointment will come an increased study 
of the rule against perpetuities, as related 
to the exercise of such powers. 


Space does not permit more than mere 
mention of the problems that arise with 
respect to treatment of accounts receivable 
of professional men, future commissions of 
persons engaged in a commission business 
and the valuation of death benefits under 
pension plans. Pension plans are affecting 
a greater number of individuals every year. 


Life Insurance ‘‘Policy”’ 


We have left until this point the subject 
of life insurance, much neglected by many 
called upon to assist in estate planning. 
If attorneys feel free to criticise life in- 
surance men for offering advice with respect 
to the distribution of general assets, so is 
the life underwriter free to criticise the 
members of the bar for their lack of at- 
tention to what has become one of the 
most substantial assets in every property 
owner’s estate. Recent surveys indicate 
that nearly two hundred billions of dollars 
in life insurance is owned by the American 
public today—yet on numerous occasions 
we have heard attorneys, retained to con- 
sider the establishment of estate plans, flatly 
state they have no knowledge of life in- 
surance, and will have nothing to do with it. 


The attorney who, admitting a lack of 
knowledge of his subject, is willing to call 
upon the services of a good life under- 
writer just as he could call upon a good 
accountant with respect to business problems 
in the estate, may still work for the best 
interests of his client. Unfortunately, how- 
ever, many estate plans have been established 
without the slightest consideration for the 
many advantages which may be offered by 
an intelligent arrangement of the life in- 
surance program. 


To substantiate what I have said about 
the lack of attention given to life insur- 
ance is the fact that the Revenue Act of 
1948 had to be amended in July of that 
year, in order that it could be properly 
interpreted in its effect upon life insurance 
distribution at death. It is perhaps signifi- 
cant that most of the work in drafting 
this act was the result of long consideration 
by members of the bar. 
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In the first place there are, in general, 
three forms of life insurance. The first 
of these is “term insurance.” This, as 
you know, is pure life-insurance protection. 
The policy usually builds no cash value. 
It is attractive because it is apparently 
cheap insurance. In many instances this 
is an illusion. The purchase of higher cost 
insurance develops living values which, over 
an extended period of time, result in lower 
cost as against the higher rates involved 
in renewing the term contract. The real 
justification for term insurance is that it 
presents a means of providing greater pro- 
tection to the insured’s family during a low- 
income period. 


In mentioning term insurance, I include 
group insurance which is, of course, the 
application of the “term” principal to a 
group of individuals, usually employees. The 
face amount of the group contract is often 
small, but the value must be noted in the 
inventory because usually group insurance 
is taxable to the estate of the employee- 
owner, either because he is given the right 
to designate beneficiaries or on the theory 
that he has indirectly paid the premiums 
on the policy. 


The second and probably the most popu- 
lar form of life insurance is “ordinary 
or whole life.” Here is the type of con- 
tract which affords both a maximum of 
protection for the family, in the event of 
premature death, and also builds, through 
the accumulation of a cash reserve, living 
values for the benefit of the purchaser. In- 
cluded in this form of insurance are various 
forms of limited-payment life. The latter 
differs from ordinary life only in the fact 
that the policy is “paid up” in a fixed 
period of time, regardless of the date of 
death of the insured. 


From the investment aspect, the highest 
form of insurance is the endowment con- 
tract. The cash reserve of this type of 
policy equals the face amount at its maturity, 
a date fixed in the contract at the time 
of its purchase. The death benefit, how- 
ever, is always the face amount. Included 
in this form is the retirement endowment, 
differing from a straight endowment con- 
tract in that the cash reserve always exceeds 
the face amount at the maturity date, and 
the death benefit will be either the face 
amount of the policy or the reserve value, 
whichever is the greater. It is an ordinary 
life policy with a reserve accumulation 
“tacked on.” 
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Professional Men 
and Endowment Contracts 


In my mind, the endowment contract 
has been overbought—not oversold. I am 
sure that many of you have observed the 
case of the professional man who years 
ago insisted upon buying an endowment 
contract on the assumption he would re- 
tire at fifty-five. When he attains the age 
of fifty-four, he suddenly becomes aware 
that his practice has reached its peak and 
he has no desire to retire. It is then that 
he seeks counsel as to what disposition 
may be made of the contract he has 
“scraped” to pay for over the preceding 


“nineteen years. 


To take down the proceeds results in 
a substantial income tax loss. To leave 
them with the company as interest has 
the same result. To elect an installment 
or annuity option prematurely dissipates 
his retirement reserve. 


A mere listing of the life-insurance hold- 
ings is not sufficient. A study of the 
specific contracts is essential. What are 
the guaranteed rates of interest offered and 
the various modes of settlement option 
available? As to the latter, the average 
contract offers four methods of distribu- 
tion although there will be variations among 
the different companies involved. 


First and most obvious is lump-sum settle- 
ment, the use of which should generally 
be limited to such purposes as meeting 
fixed obligations of the insured or settle- 
ment expenses, although under present revenue 
laws it may be desirable to vest in the spouse- 
beneficiary the right to elect proper options 
after the death of the insured. 


A second option is known as the “in- 
terest option,” by which the proceeds are 
left with the company and the guaranteed 
rate of interest is paid to a_ beneficiary 
designated by the insured. This option 
may, of course, be elected by the beneficiary 
or if elected by the insured, may be ac- 
companied by a right of withdrawal in 
specified amounts or as to the entire pro- 
ceeds at various times during the life of 
the beneficiary. 


As these various options are discussed, 
it is important to note their present income 
tax position with respect to the beneficiary. 
Under the interest option, without right 
of withdrawal, all amounts received by the 
beneficiary are taxable income. These payments 
may include, in addition to the guaranteed in- 
terest, amounts earned and distributed from 
time to time by the company. 
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A third settlement option is known as 
the “installment option.” Here is a plan 
by which the company pays the proceeds 
and interest in either monthly, quarter- 
annual or annual installments of a fixed 
amount based upon a fixed period of time. 


Factors in Installment Options 


The tax status of this option is presently 
highly favorable to the beneficiary. Whether 
elected by the insured or by the beneficiary, 
the guaranteed interest is tax-free to the 
beneficiary. Such installments may repre- 
sent three factors: 


(1) Return of capital which is obviously 
free of income tax under any circumstances; 


(2) The guaranteed rate of interest which 
is free of income tax; and 


(3) Any profits over and above the 
guaranteed interest which may be distributed 
by the company from time to time. The 
latter item is subject to income tax, al- 
though often overlooked by the underwriter 
describing his plan to his client. 


Perhaps the most commonly used option 
is what is known as the “life income” or 
“annuity” option. This is a method of 
distribution by which the amounts paid 
monthly, quarter-annually or annually are 
determined by reference to the attained 
age of the beneficiary at the death of the 
insured. The amounts are based upon the 
beneficiary’s life expectancy. The usual 
plan not only guarantees the payments to 
the beneficiary during her lifetime, but pro- 
vides for payment of the remaining unpaid 
installments to a secondary beneficiary, if 
the primary beneficiary dies within a selected 
period of years following the death of the 
insured. Here again the factor of guaranteed 
interest is income-tax-free to the beneficiary, 
whether or not the election is made by 
the insured or by the beneficiary. But, 
again, excess profits which may be dis- 
tributed by the company are taxable income 
to the beneficiary. 

As a matter of fact, there is still another 
method of distributing insurance proceeds, 
although not one “spelled out” in the con- 
tract itself. The proceeds may be paid to 
a “trustee.” We will discuss this matter 
at a later point. 


A review of the experience of life in- 
surance companies over the last twenty 
years provides a helpful background for 
the modern estate planner. As you know, 
many years ago even conservative institu- 
tional investors were able to produce yields 
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ranging upwards from 4% per cent. Some 
insurance companies issued contracts with 
guarantees as high as 3% per cent, still 
allowing themselves a fair margin of profit. 


The general decline in investment yields, 
led by lower returns on government se- 
curities, has naturally affected every in- 
vestor, so that today the conservative buyer 
is satisfied with three to four per cent on his 
portfolio. The position of an insurance com- 
pany, however, is somewhat different. Most 
policies do not mature as death claims 
until many years after issue. Nevertheless, 
commitments of an earlier financial era 
must be met under today’s conditions. 
Accordingly, the companies were forced to 
reduce guarantees sharply, even to a point 
below their actual earning level. New con- 
tracts now guarantee 2% per cent or less, 
even though most are paying more than that. 


While other institutional investors have 
likewise been caught in the down-swing, 
there is still quite a spread between the 
guarantee of modern insurance policies and 
the income from a conservatively but well- 
managed trust. It is this difference to 
which reference will be made later in discussing 
the uses to which life insurance may be put. 


Often included with life insurance is the 
annuity contract. Actually, it receives quite 
a different treatment both by tax laws of 
most states and by the federal government. 
Furthermore, its death benefits differ from 
those in the usual life insurance policy. Never- 
theless, this asset must not be overlooked in 
the estate plan, because it represents a taxable 
asset and quite often a guaranteed method of 
supplementing estate income. 


Forms of Tenancy 


Most of the property rights so far de- 
scribed may be held jointly between hus- 
band and wife; husband and children; and 
husband and third parties. This form of 
tenancy may be either a tenancy-in-common 
Or a joint tenancy, involving right of sur- 
vivorship. The two forms differ sharply 
in their effects at the death of one tenant 
and in different jurisdictions. 

In Pennsylvania, for example, we have 
a statutory presumption that all property 
jointly acquired, whether by purchase or 
inheritance, is deemed to be held by the 
owners as tenants-in-common, unless specifi- 
cally stated to be a joint tenancy. This 
does not extend to the case where a husband 
and wife acquire the property. We still 
have the old common-law rule of tenancy 
by the entireties. The law of West Virginia 
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has a similar presumption, but it extends 
also to property of husband and wife, and 
a real tenancy by the entireties arises only 
when the instrument creating the title “spells 
out” the right of survivorship. This differ- 
ence simply points out the importance of 
knowing not only the law of the owners’ 
residence, but also, as to real estate, the 
law of its situs. 

In general, however, a tenant-in-common 
may transfer his interest by will, his estate 
being taxed to the extent of his interest; 
whereas the join tenant must vield to the 
night of survivorship in his co-tenant and 
may or may not be taxed to the extent of 
his interest, depending on circumstances. 
Of course, the federal rule disregards peculi- 
larities of local law and taxes the actual 
owner by compelling the surviving tenant 
to prove contribution. 

Several recent decisions in Pennsylvania, 
dealing with registered government bonds, 
are interesting. Brother “A” purchases an 
“E” Bond, registers it in his name with 
Brother “B” with right of survivorship, and 
places it in his solely controlled safety 
deposit box. At his death the full accrued 
value of the bond is taxable at the rate of 
ten per cent to Brother “B”. Had “B” 
had access to the box, only fifty per cent 
of the accrued value would have been taxed. 


The dangers of joint tenancy with right 
of survivorship will be discussed in con- 
nection with remarks on the formulation 
of the estate plan. 


It scarcely seems necessary to state the 
importance of inventorying the assets in 
the name of the property owner’s spouse. 
The Revenue Act of 1948 literally compels 
a mathematical study of the spouses’ hold- 
ings. But more important considerations 
may make it advisable for the owner to 
distribute something less than his total estate 
to his wife. 


Similarly, a study of the assets either 
presently in the name of children or likely 
to come to them from collateral sources 
is helpful. Thus it may be determined to 
provide life estates or continue trusts for 
longer periods to counterbalance substantial 
property already vested in them. 


Cautions 


Before discussing the actual construc- 
tion of the estate plan, it is probably super- 
fluous to state that, while the tax approach 
may stimulate action, tax-saving should be 
incidental to, not the basis for, the program. 
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Many property owners today are so en- 
thusiastic about eliminating taxes that they 
must be cautioned to return to more 
practical considerations. 


Planning has present, as well as future, 
connotations. Inter-vivos gifts eliminate 
from the highest estate tax brackets the 
property transferred, subjecting it, after the 
allowable exemptions and exclusions, to gift 
tax in the lowest brackets and at rates 
about twenty-five per cent less than estate 
tax rates in similar brackets. 


A further note about outright gifts may 
be in order. Occasionally, a transfer may 
be inadvisable because the cost basis for 
income tax purposes is carried over to the 
donee. The attempt of the owner of a closely 
held business to transfer stock to a minor 
child may thwart more advantageous uses 
of that asset in the future. Subsequent 
sale or reorganization of the business may 
be blocked. In any event, local law gen- 
erally places certain limitations on such 
action through the application of laws of 
guardianship. 


Actually, there are more effective means 
of placing assets in the names of children. 
The government offers an unusual medium 
for such a purpose in permitting purchase 
of bonds in the name of the child, either 
alone, jointly with another, or payable on 
death to a third party. As long as the 
donor’s name does not appear on the bond, 
he has eliminated the purchase price from 
his estate. The regulations permit a minor 
who can sign his name to redeem the bond 
and the proceeds may be utilized for a pur- 
pose which might otherwise have been met 
from the donor’s pocketbook—actually a gift 
with some strings attached. 


In many instances, transfer of property 
by deed of trust is more desirable than 
outright disposition. A property owner 
eliminates both income and estate taxes by 
establishing a trust for an aunt he has 
been partially supporting or for a child, 


no longer a dependent for income tax pur-. 


poses, but whose income needs to be sup- 
plemented. As long as the principal passes 
to another or perhaps to the child himself 
at a specified age, or to a charity, a sav- 
ings may be effected. Beware the legal 
changes, however. Our Supreme Court has 
had a way of changing apparently well-es- 
tablished principles. Beware, too, the practi- 
cal dangers—the would-be donor who closes 
his eyes to the possibility of future physical 
or mental incapacity, or to the loss or 
dissipation of the estate reserved to himself. 
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A safe plan would seem to be to point 
out the advantages and the risks, but let 
the property owner “buy” the idea with- 
cut the benefit of “sales puffing.” 


The “irrevocable deed of trust” has found 
a relatively new use to the owner of a sub- 
stantial but closely held corporation. Death 
of the owner might force liquidation of the 
business, destroy jobs for his family and, 
in fact, result in more far-reaching con- 
sequences. The charitable foundation, a 
notable example of which is the “Ford 
Plan,” offers a possible solution. Edward 
N. Polisher’s Estate Planning and Estate Tax 
Saving, Second Edition, discusses this 
interesting matter. 


Revocable Trusts 


A method too often overlooked as one 
of the steps in present planning is the 
revocable trust. As you know there are 
two types—one by which the property owner 
reserves to himself the income during his 
lifetime, with the principal passing after 
death to the executor or administrator of 
his estate, the other by which investment 
nianagement continues for the benefit of 
the settlor’s family. 


Obviously, the revocable trust relieves the 
settlor of investment problems. He has 
an opportunity to observe his trustee in 
action. Such a trust may protect the settlor 
against his own future incompetence. The 
trustee may be expressly directed to use 
both income and principal for the donor, should 
he be no longer able to act for himself. 


In the case of the continuing trust, not 
only is investment management provided 
the property owner, but it carries on for 
the benefit of his family, uninterrupted by 
his death. Such a trust also eliminates 
certain expenses normally attendant upon 
the settlement of the estate. Since the 
deed is not probated, it escapes the public 
eye, sometimes embarrassingly penetrating. 
Not the least important aspect of the re- 
vocable voluntary trust is that the donor 
may select the jurisdiction of the trust 
and take advantage of the laws of a par- 
ticular state. 


The disadvantages of joint ownership 
may give rise to another type of present 
action. Where the property is held subject 
to the right of survivorship of one inex- 
perienced in financial matters, there is auto- 
matically cast upon the survivor a burden 
which becomes more onerous as time goes 
on and our economic structure grows more 
complicated. The real owner, under such 


circumstances, may suggest a competent 
financial advisor, but he cannot, by his will, 
appoint him as to such property. 


Joint ownership likewise deprives the real 
owner of the right to control the ultimate 
disposition of the property. A _ second 
marriage, bad advice and greedy relatives 
may, any or all of them, divert the property 
from preferred beneficiaries. 


Adverse tax effects may arise from joint 
tenancy. If substantially more than fifty 
per cent of the estate is in joint name of 
husband and wife with right of survivor- 
ship, all actually owned by the husband, 
the estate of the husband will enjoy the 
full marital deduction, to be sure, but his 
wife’s estate will pay an unnecessary tax 
bill, unless she dissipates or transfers the 
excesses after her husband’s death. The 
latter may involve the question of “con- 
templation of death.” 


These problems often make rearrange- 
ment of ownership desirable. A_ blanket 
segregation of such assets, however, may 
have adverse tax effects, for, dependent 
upon local laws of joint tenancies, the split 
may result in a gift from the noncontribut- 
ing spouse to the real owner. 


Segregation Without Tax Risk 


On the other hand, there are certain types 
of joint ownership which permit segrega- 
tion without tax risk. The federal rule 
is that government bonds registered in joint 
name do not constitute a gift from the 
purchaser to the other registrant, until 
the noncontributing co-owner redeems the 
bond or collects the proceeds at maturity. 
A similar rule prevails with regard to joint 
cash accounts. No gift is effected until 
the noncontributing joint tenant makes 
a withdrawal upon the account. Thus it 
becomes a simple matter to segregate such 
assets. The only limitation in the case of 
the registered bonds is that there may be 
a loss of accrued interest in “discount” bonds. 


A business interest may require present 
change to the ultimate advantage of the 
family of the owner. Certainly, it should 
be left to the accountant to determine 
the advisability of incorporating a sole pro- 
prietorship or a partnership, but incorpo- 
ration, from the point of view of the estate 
plan, may be highly desirable to permit 
the stock to be administered by trustees; 
or it may be desirable to effect a reorganiza- 
tion of a closely held corporation in order 
that nonvoting stock may be issued to be- 
come the subject of a present transfer, 
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leaving the voting stock as an asset in 
the hands of the business owner. 


Perhaps the most common form of present 
action with respect to business interests 
is the so-called “buy and sell” agreement— 
a plan by which the owner or owners of 
a business arrange for a liquidation of each 
other’s interest at death. The advantages 
of such a plan are many, both to the de- 
cedent and to the surviving business 
associates. 


The family of the decedent is thus re- 
lieved of the risks of a business bereft of 
the decedent’s management ability. Cash, 
substituted for this high risk investment, 
may be invested with diversification in con- 
servative securities. 


Perhaps of even greater importance to 
the estate owner’s family is that such a plan, 
if properly drafted, may establish the value 
of that interest for purposes of state and 
federal taxes. There is probably no more 
serious problem in estate settlement than 
that created by a business interest which 
has no established value. 


The advantages to the survivors must be 
equally apparent. Control of the business 
is assured them without the intervention 
of the family of the decedent. Thus they 
are free to plough back profits as good 
management dictates, without being driven 
to the payment of dividends to provide 
a living for the family of the deceased owner. 


Before leaving the subject of “buy and 
sell” agreement, I should like to note that 
the funding of such a plan by life insur- 
ance offers, by all odds, the best solution 
to the problem. If insurance is thus used 
in the plan, it is important to take care 
in the method by which the insurance is 
applied and paid for. In the average case, 
it is highly desirable that the parties in- 
volved cross-insure each other to the end 
that there is no possibility that both the 
value of the insurance proceeds and the 
value of the business interest will be in- 
cluded for tax purposes in the estate of 
a decedent. In this matter, accountants 
can be of tremendous help. Partners, for 
example, should be advised against paying 
premiums on their own policies out of their 
own drawing accounts. Normally, the 
corporation itself should not carry the 
insurance upon the lives of the stockholders 
who intend to sell their interests at death. 
A low income tax basis and a high estate 
valuation may be thus passed on to the last 
surviving shareholder. 


West Virginia Institute 





Present Transfer of Assets 


In many instances, present transfer of 
assets which are not subject to quick sale 
without the risk of substantial shrinkage 
will eliminate vexatious problems in the 
settlement of an estate. Perhaps it may be 
advisable to transfer title to a residence 
property to the spouse. Perhaps it may 
be advantageous to form a corporation 
for the development of unimproved real 
estate. Immediate transfer of articles of 
tangible property to members of the family 
who are bound to take them later, may 
be desirable. 


Finally, we come to the matter of de- 
veloping the plan from the point of view 
of testamentary disposition. Certainly, 
where a trust is to be established for the 
benefit of the wife and other members of 
the family, it is important to make out- 
right disposition of such property as does 
not lend itself to investment management. 
I recall a situation several years ago where 
a decedent, who had prepared his own 
will, neglected to dispose of his tangible 
property. Included in his holdings was 
a new automobile purchased severa! months 
before his death. He died at the time 
when the “used car” market was on the 
ascendancy. 


Several days after his death, his widow 
drove to the bank in his Packard car to 
discuss the arrangements which were to be 
made. We were forced to advise her that 
she had no right to drive the car, inasmuch 
as the title was now in us as executor and 
trustee, and we had not yet had an op- 
portunity to insure it. This presented 
something of a problem in public relations. 


The situation became even more severe 
when it was pointed out that she would 
have to purchase the car from the trustee 
at the best price which the trustee could 
command. Since the value of used cars had 
rapidly increased, she ultimately bought the 
automobile back from the trustee for a price 
in excess of what her husband paid for it. 


With respect to real estate, it should 
be determined whether an outright devise 
is preferable to trusteeship. A trustee may 
not be in a position to provide adequate 
management for such an asset. 


If the property owner has been unable 
to effect any plan during his lifetime for 
the satisfactory disposition of his business 
interest, it is important that the executor 
be given adequate power to deal with it 
in such a way that forced sales, and the 
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shrinkage which results from them, can 
be avoided. 


In considering testamentary trusts, a care- 
ful study of the Revenue Act of 1948 is 
essential. As you know, the fifty per cent 
marital deduction may result from an out- 
right disposition of at least fifty per cent 
of the adjusted gross estate or from a trust 
of that fifty per cent, in which the sur- 
viving spouse is given either a full power of 
consumption or a general power to appoint 
at the time of her death, or a combina- 
tion of both. 


Separate Trusts 


Good draftsmanship requires that there 
be separate trusts established if full invest- 
ment management is desired—one designed 
to meet the requirements for marital de- 
duction and the other, the old form of 
trust by which ultimate disposition is con- 
trolled by the decedent. Space does not 
permit a discussion of the many ramifica- 
tions of this subject other than to state 
that inadequate knowledge on the part of 
many attorneys has resulted in eliminating 
investment management in a number of 
estate plans. This developed from the as- 
sumption that at least fifty per cent of 
the estate must pass outright to the spouse. 


Proper disposition of life insurance pro- 
ceeds is fully as important as the transfer 
at death of general assets. Principal con- 
sideration in the past has been given to 
weighing the flexibility of trusts against 
the guarantees offered by life insurance com- 
pany management. Earlier reference has 
been made, however, to the decline in 
guaranteed rates offered in modern policies. 
It would seem to us that the present-day 
planner must study each contract and con- 
clude upon a plan which meets the test of 
flexibility and also brings the highest 
net return. 


For example, trust management for minor 
children is highly preferable to a con- 
tractural arrangement. Some difference of 
opinion arises as to whether the mother 
of minor children may be better protected 
by options or by a trust of the life insur- 
ance proceeds. The policies acquired by 
the young husband today usually carry 
lower guarantees, so that, while there is 
some flexibility in the options and certain 
income tax advantages, the trust more 
nearly answers the problem, if a com- 
petent trustee be selected and the amounts 
involved are sufficient to permit that form 
of management. 





On the other hand, care should be taken 
not to destroy the values of older policies 
—values no longer available in the insur- 
ance market. 


Life insurance, of course, can now readily 
be qualified for the marital deduction and, 
in many cases, provides an excellent medium 
for that purpose. All or a portion of the 
proceeds of one of a group of policies may 
be arranged under the “installment” or the 
“annuity” option, with a power to appoint 
in the beneficiary-spouse. In both these 
options there is a regular return of capital, 
so that the taxable refund values must 
grow less with each year of the beneficiary- 
spouse’s survivorship. Thus is the ultimate 
estate tax liability reduced or perhaps 
eliminated. 


Of course, if life insurance be paid to 
a trustee, it must satisfy the requirements 
of the act with respect to trusts, not life 
insurance. 


We have referred to the increasing im- 
portance of powers of appointment in present- 
day planning. Attention is called to the 
care of the spouse who actually has little 
or no estate, but who will now fall heir 
to a property right as the result of a marital- 
deduction trust. An examination of local 
law will be necessary to determine the ad- 
visability of exercising the power, and the 
effect of the rule against perpetuities. 


Tax clauses in wills have been the sub- 
ject of much litigation. They are im- 
portant in determining upon whom the 
burden of state inheritance will fall. They 
now have an added significance because the 
1948 revenue act makes it clear that the 
marital deduction may be inadvertently re- 
duced, if the liability in any degree falls 
upon the property intended to qualify. 


Conclusion 


We make no apology for the simplicity 
of this discussion. It arose from the con- 
viction that there are still at large many 
self-styled estate planners who have worked 
out all the answers before knowing the 
problems. The accountant, the life under- 
writer and the trust officer, under the 
supervision of the attorney, each has his 
part to play in constructing the modern 
estate plan. Let each of us quell that 
insidious desire to be known as a “tax 
expert,” and lend our several talents, well 
diluted with practical common sense, to 
the best interests of our clients. [The End] 
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West Virginia Inheritance 


and Transfer Taxes 


By CLARENCE H. KOONTZ 


State Tax Commissioner of West Virginia 


EAMS HAVE BEEN WRITTEN to. 

justify taxes, especially particular taxes. 
Two kinds of death duties are in use today: 
one is an estate tax, the other is an inheritance 
tax. Under the estate tax, the levy is on 
the entire net amount of wealth possessed 
by the decedent at death. Under the in- 
heritance tax, the computation is based on 
the individual share of each beneficiary. 


I do not know what originally influenced 
the legislature to impose a tax on inherited 
property, but it may have been primarily 
for revenue. That probably was true, also, 
with respect to the imposition of general 
license laws in West Virginia. However, 
that surely is not the primary reason for 
retaining either of these taxes today. Either 
or both of these taxes, with the cost and 
difficulty of administration, could easily be 
dispensed with in favor of a slight addi- 
tional tax as on the sale of cigarettes, with- 
out materially increasing the expense of 
cigarette-tax administration and with prac- 
tically no opposition, because the particular 
tax is already at least one cent lower than 
in any other of the forty states now impos- 
ing this source of revenue. 


There is a wide difference between the 
old tendency to allow no inheritance and the 
proposal to eliminate se-called death or in- 
heritance taxes entirely. Somewhere be- 
tween there is reason, other than revenue, 
for retaining some form of tax on transfers 
by will or by laws of the state regulating 
descent or distribution, and with a reason- 
able rate of tax. Changing social concepts 
With respect to the sanctity of the institu- 
tions of property and inheritance may have 
influenced legislation governing this tax. 


There should be ample exemption to pro- 
tect a widow who is suddenly left with an 
estate and no personalty with which to 
administer it. Incidentally, I favor raising 
the tax exemption on all transfers, which is 
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now $100, and this proposal has been made 
to the legislature. 


Probably a tax of this nature, even though 
the rate is modest, will serve as a deterrent 
against the tendency to accumulate wealth 
or idle capital in favor of putting the savings 
to work in the interest of our economy. 
However, I come not to determine the 
propriety of the tax, but to explain briefly 
some of the highlights of the tax structures, 
and to mention some two or three of the 
problems we have met and resolved. 


Rodman Sullivan, in a report issued in 
June, 1947, said: “The inheritance tax is 
not a new method of raising revenue. In 
some form or another it is known to have 
been used since ancient times. The Egyptians 
and Romans employed is as a part of their 
fiscal systems. In the early middle ages 
it assumed diverse forms. Some kind of 
succession levy was almost universally 
found in feudal times. The Italian cities 
and Dutch provinces experimented with it, 
and it became firmly rooted in the fiscal 
system of the early European national gov- 
ernments. From there it spread over the 
world, until now there is no major political 
division and few states without it. 


“Probate duties were common in the days 
of the American colonies, and some of them 
were quite heavy; but the first real inheri- 
tance tax was levied in Pennsylvania by the 
legislature [sic] session of 1825-1826. It was a 
collateral tax of 2.5 per cent, and applied 
only to those other than parents, direct 
descendants, or surviving spouse. An ex- 
emption of $250.00 was allowed. In 1828 
Louisiana became the second state to enact 
such a tax. Slowly and hesitatingly the other 
states began to fall in line, though with 
varying degrees of success from both a 
fiscal and a legal standpoint. 


“New York’s 1892 law is usually credited 
with being the first upon direct heirs. Per- 
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sonal property in excess of $10,000.00 passing 
to direct heirs was made subject to a one 
per cent tax. Gifts [in contemplation of death] 
were taxable. Ohio enacted the first pro- 
gressive inheritance tax law in the United 
States in 1894, but it was declared uncon- 
stitutional. The pioneering in the field by 
these two states was extensively copied; 
but it remained for the lawmakers of the 
twentieth century, both state and federal, 
to make really serious attempts to tax the 
transfer of wealth.” 


It is scarcely an exaggeration to say that 
the opening of the century found little progress 
beyond the early Pennsylvania statute 
mentioned. 


Origin in West Virginia 


The first inheritance and transfer tax statute 
in West Virginia was enacted February 24, 
1887. That act imposed a tax of two and 
one-half per cent of the clear value of all 
property of a decedent transferred by the 
interstate laws of this state, by will or by 
deed, grant, gift or sale made or intended 
to take effect in possession after the death 
of the grantor, except transfers made to the 
father, mother, wife, children or lineal 
descendants of the decedent. 


The tax was required to be collected by 
the personal representative from the parties 
owing the same, paid to the clerk of the 
county court, and by him remitted to the state 
auditor. Estates of less than $1,000 were 
exempt from the tax. 


That statute was amended by an act 
passed March 14, 1891, adding the husband 
to the list of excepted transferees, but no 
other change was made and, as so amended, 


the original act remained the law until No- 


vember 6, 1904, when a new act became 
effective which established an entirely dif- 
ferent inheritance tax law. 


That act placed its administration in the 
hands of the State Tax Commissioner, which 
office was created by an act passed August 
11, 1904, effective November 9, 1904. 


The tax was imposed on the transfer of 
property and not on the property itself, 
but the amount of tax was to be calculated 
on the value of the property transferred. 
Though the scope of taxation has been ex- 
tended, the rates have been changed, acts 
intended to aid in collection and to clarify 
the meaning of language have been passed 
and the powers and duties of the Tax Com- 
missioner in enforcement have been en- 
larged, the act in the main remains as the 
present inheritance and transfer tax law. 


The revenue derived from the inheritance 
and transfer tax is not the largest item, but 
is one of the most stable. It is affected less 
by fluctuations of business than any other 
source of revenue, and its effect on busi- 
ness is very slight. It is collected at a time 
of liquidation and when property is trans- 
ferred to new ownership without considera- 
tion. The taxpayer has just come into 
possession of property that he has not earned 
—hence payment of the tax imposes no 
burden or inconvenience. The death of an 
individual does affect business, not always 
adversely, but the taxpayer thus acquires 
capital without effort, and the small amount 
of taxes which he is required to pay operates 
only to reduce slightly the amount of new 
capital thus received. The tax does not 
affect income, earnings, housing, family 
budget or any item of living costs or per- 
sonal activity. 


Inheritance and transfer tax is unique. It 
can be accurately ascertained (almost wholly), 
and its payment distributed fairly according 
to the value of property and among tax- 
payers who have the means of payment in 
hand, given to them without effort on their 
part. It is not a concealed tax which the 
taxpayer pays in added cost of articles pur- 
chased or higher cost of labor. It does not 
increase the cost of living or reduce the 
income of business, profession or labor. It 
is not subject to any of the objections and 
criticisms so commonly asserted. It is not a 
burden on any individual. 


Revenue Without Burden? 


Thus, in theory, the tax is perfect; it pro- 
duces revenue for the government without 
burden on the taxpayer. However, in 
practical application some exceptions are 
developed. The statute imposing the tax 
and providing for its collection may be 
inaptly prepared. Being general, it may 
impose taxes on transfers of property from 
the decedent to members of his immediate 
family who have actually contributed to the 
acquisition of the property thus transferred, 
and while legally the property accumulated 
belongs to the decedent, the contributing 
members of the family have a right to regard 
it as family property. In such case, the tax 
is, in effect, on their earnings. Inapt ad- 
ministrative procedure provided by the statute 
may result in inequitable application and 
collection of the tax. 


Thus, to maintain the perfection of the 
tax these exceptions to the rule and imper- 
fections in collection must be remedied. 
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That can be done—not perfectly but with 
a very large degree of perfection. 


Experience in administration discloses 
the inequalities and other defects in the 
statute imposing the tax, and in its ad- 
ministrative procedure. Experience also re- 
veals the exceptions to the general rule 
of no burden on the taxpayer. 


The method most generally adopted to 
relieve the actual earnings of the taxpayer 
is that which seems apparent—the specific 
exemption of such earnings from the tax. 
While that remedy is entirely fair in theory, 
the application is beset with the difficulty 
of ascertaining when the estate contains 
earnings by another than the decedent and, 
if so, what part thereof is so derived. The 
nearest approach to perfection in curing 
that inequity, taught by experience, is to 
grant to each immediate member of the 
family of the decedent a personal exemption 
of a specific amount. Since the aim is to 
exempt only that which each member has 
contributed, the amount of exemption is 
limited to that which such member would 
ordinarily be expected to produce. Thus we 
have in our statute an exemption of $15,000 
to the widow or surviving husband, an ex- 
emption of $5,000 to each child, and a like 
exemption to the father or mother of the 
decedent. 


The legislature may have had the added 
motive of relieving the comparatively poor 
family from all such tax whatever. The 
realization that the method of granting per- 
sonal exemption is not perfect may have 
influenced the legislature to fix the lowest 
rate of tax for such members of the family. 


The rates of tax and personal exemptions 
have been changed from time to time, but 
in other respects, particularly the adminis- 
trative procedure, our statute, in the main, 
remains as it was enacted in 1904. At the 
time of enactment out state had no ex- 
perience, and the experience of other states 
was quite limited. It would be most remark- 
able if after such lapse of time some revision 
would not be in order. The experience of 
other states, and the experience of the pres- 
ent and former tax commissioners, extend- 
ing over a period of forty-six years, has 
disclosed omissions and other defects in 
administrative procedure. It is the endeavor 
of the present commissioner, as it has been 
the endeavor of former commissioners, to 
overcome these handicaps as much as pos- 
sible by making rulings. The purpose of all 
rulings is to enable the tax commissioner 
to administer the law fairly to all, and to 
collect all but no more than the taxes actu- 
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ally imposed, but rulings are imperfect and 
not always satisfactory to the taxpayer, and 
candor compels acknowledgment that be- 
cause of the silence of the statute in some 
cases rulings are made from most liberal 
construction of the implication of the law. 


This is not as it should be, and it is the 
purpose of this administration to suggest 
to the next legislature a revision of the ad- 
ministrative parts of the inheritance tax 
statute. It is our belief that the duties of 
an administrative officer should be clearly 
and definitely stated in the statute and, 
while in many cases some discretion must 
be given, generally where rulings become 
necessary, the statute should give express 
authority for their making, and nothing 
should be left to a ruling that can be de- 
clared by statute. 


Problems of Administration 


Here are a few of the many situations 
which constantly recur in the administration 
of this statute: 


The tax is computed on the net value of 
property after deducting debts, etc. A copy 
of the appraisement of a decedent’s estate 
is forwarded to the tax commissioner, and 
he is required to determine and assess the 
tax. A question which arises in every case 
is: Is it the duty of the tax commissioner, 
and does he have the authority, finally to 
determine the value of the property, or must 
he accept the appraisement filed in his office? 
The statute does not specifically give him 
the power to make final determination, yet in 
many cases such power is essential to success- 
ful collection of the tax. Experience has 
proved that in some cases the appraised value is 
not even near the actual taxable value. 


Having ascertained the value of the prop- 
erty, the deductions that may be made from 
such value to ascertain the net value for 
computation of the tax must be determined, 
and in such determination many controver- 
sial questions arise, such as, in a case where 
the decedent leaves property in this state 
and in other states and the federal govern- 
ment imposes an estate tax on all the prop- 
erty, wherever situate, shall all of such 
estate tax be deducted from the property 
situate where the decedent had domicile, 
or shall it be apportioned according to the 
respective values of property in the several 
states? The statute does not answer that 
question. It is apparent that allocation among 
the states where property is situate is the 
fair method, but such ruling has been ques- 
tioned by able attorneys. 
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Where the amount of federal estate tax 
has not been determined, though more than 
one year has elapsed, and the estate has 
been settled except for the payment of the 
federal and inheritance taxes, shall the tax 
commissioner accept payment of the tax 
upon deduction of an estimated amount of 
federal estate tax and, if so, shall he release 
the estate, or shall he decline to make re- 
lease until the actual amount of federal 
deduction shall be ascertained? The stat- 
ute seems to say that release shall not be 
issued until the correct amount of all taxes 
has been determined and paid, but such 
ruling would sometimes work a hardship 
on the taxpayer. 


The statute gives the taxpaver three per 
cent discount if payment be made within 
eleven months after the death of the dece- 
dent, but if the estate be subject to federal 
estate tax, the tax return to the federal 
government cannot safely be made until 
after the expiration of one year, since the 
taxpayer has the option of returning the 
value at the time of death of the decedent 
or its value one year thereafter, under the 
federal law. Shall the taxpayer lose the dis- 
count because he cannot pay the full accu- 
rate amount of inheritance tax until the 
amount of deduction for federal estate tax 
shall be determined? The statute so indicates. 


The statute exempts life insurance pay- 
able to a named beneficiary. The insured 
has absolute right to assign his insurance 
in his lifetime, and does assign it to secure 
payment of a debt. If it be payable to a 
named beneficiary, shall-the estate be bound 
to redeem the insurance from its assign- 
ment, from funds that belong to the bene- 
ficiaries, so that the named beneficiary may 
be able to collect the full amount of the 
insurance, free from tax? The tax statute 
is silent on that question and the courts 
have rendered conflicting opinions, but the 
tax commissioner must answer that question. 


All life insurance is subject to federal 
estate tax. Shall the fiduciary of the estate 
be allowed a deduction from the value of 
the property, other than the insurance, for 
the tax which he must pay the federal gov- 
ernment on such insurance that is not sub- 
ject to inheritance tax? The statute is silent 
and the courts are in conflict, but the tax 
commissioner must decide. 


A child born out of wedlock cannot in- 
herit, except from his mother, unless the 
parents afterward marry and recognize the 
child. If a man in his will gives a legacy 
to one supposed to be his child and which 
shall be shown to be his child, but not so 


recognized, shall that transfer be taxed at 
the rate provided for a child, or at the rate 
provided for one of no relation to the dece- 
dent? The statute is silent, but the tax 
commissioner must decide. 


Other Illustrations 


Neither the tax statute nor the general 
statute gives a definition of the term “life 
estate.” If a decedent in his will gives to 
one person an estate for life in property, 
with remainder at his death to another, but 
gives to the life tenant the right to use not 
only the income from the property, but 
such of the corpus as may be necessary 
for the support of the life tenant, shall the 
tax be apportioned between the life tenant 
and the remainderman, notwithstanding the 
life tenant may dispose of all of the prop- 
erty for his support? The tax statute is 
silent, but the tax commissioner must answer 
that question. 


The state exempts from the tax transfers 
for religious, charitable, educational, literary 
or scientific purposes, provided they be used 
exclusively in this state. If a decedent by 
his will leaves property to a trustee, the 
income to be paid to a corporation or insti- 
tution situate in this state for some of those 
purposes, but does not require the expendi- 
ture to be made in this state, shall such 
transfer be charged with tax or may ex- 
emption be allowed if the beneficial corporation 
or institution shall enter into an agreement to 
spend such income within this state? If 
such agreement be made, is it binding on 
present and future officers of such corpo- 
ration or institution? The will gives such 
beneficial corporation or institution full dis- 
cretion as to expenditure of the fund, re- 
quiring only that it shall be for charitable, 
religious or educational purposes. Can the 
present officials by agreement or other action 
limit the discretion given by the will to 
future officials? The tax commissioner must 
decide these questions. 


Most frequently, the will of the decedent 
contains language that must be interpreted. 
While the interpretation of the tax commis- 
sioner is not binding on any interested person, 
except for tax purposes, the commissioner 
must ascertain the meaning of the will for 
such purposes. 


The statute provides that a tax shall be 
imposed on the transfer, in trust or other- 
wise, of any property or interest therein, 
real, personal or mixed; if such transfer 
be to any person deriving an estate in prop- 
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erty, coupled with a power of appointment, 
such estate shall be taxed as other limited 
estates; and whenever any person shall exer- 
cise a power of appointment derived from 
any disposition of property made, which 
appointment when made shall be deemed 
a transfer taxable under the provisions of 
this article, in the same manner as though 
the property to which such appointment 
relates belonged absolutely to the donee of 
such power and had been bequeathed or 
devised by such donee by will; and when- 
ever any person possessing such a power 
of appointment so derived shall omit or 
fail to exercise the same within the time 
provided therefor, in whole or in part, a 
transfer taxable under the provisions of this 
article shall be deemed to take place to the 
extent of such omission or failure, in the 
same manner as though the person thereby 
becoming entitled to the possession or en- 
joyment of the property to which such 
power related had succeeded thereto by a 
will of the donee of the power failing to 
exercise such power, and shall take effect 
at the time of such omission or failure: 
provided, however, that in either of which 
events the tax commissioner, on the appli- 
cation of any person in interest or upon 
his own motion, may, after due notice to 
the known persons interested, apportion such 
taxes, first, as to the interest of the donee 
of the power of appointment and second, to 
the remainder or reversionary interests of 
others at the highest probable rate appli- 
cable thereto, and shall make his certificate 
accordingly, which shall be forwarded and 
disposed of in the same manner as other 
certificates herein provided for. The por- 
tion of any such taxes apportioned as to 
the remainder or reversionary interest shall 


' be paid out of the corpus of the estate in 


like manner as other assessments as if such 
interest had vested in possession; and, upon 
such assessment and payment of the tax, 
the matter shall become a finality. 


It is noted that the statute imposes a tax 
in this category in each of three instances: 


(a) Where a decedent transfers an estate 
in property to a person coupled with a 
power of appointment as to all or some 
part thereof or estate therein; 


(b) Where a power of appointment is 
exercised, such action is declared to be a 
taxable transfer within the meaning of the 
tax statute; 


(c) Where a person having a power of 
appointment fails to exercise the same with- 
in the time provided by the grant of such 
power, such failure operates to constitute a 
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taxable transfer within the meaning of the 
tax statute. 


The taxes on such transfers shall be ap- 
portioned by the tax commissioner between 
the respective interest of the donee of the 
power and the remaindermen or reversioners, 
at the highest probable rate of tax, but all 
shall be paid by the fiduciary out of the 
decedent’s estate. 


Jointly Held Property 


A person died owning approximately 
$15,000 in “E” Series government bonds, pay- 
able to John Doe or Mary Doe, Mary being the 
wife of John. The decedent left no will, but 
left his widow and two sons as his heirs at law. 


Question: Does the state inheritance tax 
and the federal estate tax apply to jointly held 
property? The statutes provide that jointly 
held property with right of survivorship shall 
be subject to the state inheritance tax. 


” 


Does the provision “or” in the bonds 
make them the sole property of the widow, 
thereby freeing them from state inheritance 
tax and federal estate tax? 


Are these bonds exempt from taxation 
by reason of the fact that they are govern- 
ment obligations? 


Answering the second question first, prop- 
erty passing by will or descent, if composed 
in whole or in part of federal bonds or 
securities, does not prevent the operation 
of the state inheritance tax statute from 
applying to said federal bonds or securities. 
The tax is not imposed on the bonds, but 
on the privilege of acquiring property by 
will or inheritance or, in our state, on the 
transfer of a decedent’s property. This is 
also true of the federal estate tax. 


Answering the first of the two questions, 
if the survivor contributed to the purchase 
of the joint property, then the amount so 
contributed shall not be chargeable with 
inheritance tax. Attention is called to the 
provision that joint bank accounts with right 
of survivorship are entitled to an exemption 
of $2,500 when the survivor is either hus- 
band, wife, father, mother, child or stepchild, 
or descendant of a child of the decedent. 


In the particular case cited, if the wife 
of the decedent did not contribute anything 
towards the purchase of the $15,000 of gov- 
ernment bonds which were owned jointly 
by the decedent and wife at the time of the 
decedent’s death, then the government bonds 
are to be included in the gross estate of 
decedent and subject to the payment of the 
state inheritance tax. 
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Federal Tax Application 


While space will not permit a discussion 
of the federal estate tax application in the 
particular case, the same treatment, in effect, 
applies as in the state provisions—namely, 
the extent to which it was contributed to 
the joint tenancy by the survivor. 

The chief difficulty in administration is 
the practical problem of determining who 
made the contribution to the jointly held 
property. Our position must be that it was 
the property of the decedent, and the bur- 
den of proving otherwise rests on the survivor. 

Problems there are, of course. A husband 
and wife may be engaged in business together, 








The self-employment tax would begin with 
the year 1951, one year later than the date 
specified in the House bill, and the rates of 
tax on “net earnings from self-employment” 
have likewise been changed to apply as 
follows: 


For taxable years— Per cent 


Beginning after Dec. 31, 1950, and be- 
fore Fan. 1, F956 «.. .. occ wwe ecess 2% 
Beginning after Dec. 31, 1955, and be- 
oe ee a 3 
Beginning after Dec. 31, 1959, and be- 
ff. SS eee .. 3% 
Beginning after Dec. 31, 1964, and be- 
fone’ Fan. 2, F970 ww ccc cicaees 44 
Beginning after Dec. 31, 1969 ......... 4% 


The Senate bill also varies from the House 
bill so as to refer throughout to the part- 
ner’s distributive share of the “ordinary net 
income or loss” of the partnership rather 
than to the “net income or loss” of the 
partnership. The former term is defined in 
Code Section 183, and its use would avoid 
some adjustnients otherwise required under 
Code Section 481 (for example, adjustments 
to exclude capital gains and losses and to 
exclude the deduction for charitable con- 
tributions) ; its use also avoids some question 
as to the meaning of the term “net loss.” 


Excluded from the tax would be: (1) 
rentals from real estate, including personal 
property leased with the real estate, and 
deductions attributable thereto, unless the 
rentals are received in the course of a trade 
or business as a real estate dealer; (2) farm 
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or property may be purchased and part of 
the purchase price paid by a note secured 
by a mortgage on which both the husband 
and wife are liable. In such a case, does 
the wife contribute to the purchase price 
by undertaking liability on the note, or does 
the question of noncontribution depend on who 
actually makes the payments on the note? 


If the property was acquired by the dece- 
dent and his wife by gift or inheritance as 
tenants by the entirety, then, since neither 
paid a consideration for its acquisition, one 
half is deemed to be a part of the gross 
estate of each spouse. [The End] 
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income; (3) dividends and interest on stocks 
and securities, unless received by a dealer; 
(4) gains or losses from the sale or ex- 
change of capital assets; (5) the deduction 
for net operating losses under Code Section 
23 (s); and (6) the distribution of income 
which would otherwise be applicable in cer- 
tain situations under community-property laws. 


Also excluded from the provisions of the 
act—as not engaging in “trade or business” 
under the act—are public officers, employees 
(except newsboys who are at least eighteen 
years of age), clergymen, physicians, lawyers, 
dentists, osteopaths, veterinarians chiroprac- 
tors, naturopaths, optometrists, Christian 
Science practitioners, architects, certified 
public accountants and professional engineers. 

The proposed act would make $3,600 the 
maximum self-employment income of any 
individual for any taxable year, and if wages 
were received, this maximum figure would 
be reduced by the amount of the wages. It 
would also require every individual having 
net earnings from self-employment of $400 
or more for the taxable year to file a return. 


Supreme Court 


The 1949 term of the Court was adjourned 
on June 5. On the same day the Court 
announced an opinion in the case of Com- 
missioner v. Korell, in which it held for the 
taxpayer that the difference between the 
premium price paid for convertible bonds 
and the call price of those bonds was a 
proper deduction under Code Section 125. 
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